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FOREWORD 


This extraordinary issue of the Law Forum, which is the first in our 
_ second decade of publication, does not mark a departure from our basic 
purpose, which is to inform the practicing lawyer. Our intention here is 
to introduce our readers to areas of law and policy with which many are 
unfamiliar, but against a background that is immediate and exciting to all 
of us in the Midwest in the year 1959—the opening of the new, deep-draft 
St. Lawrence Seaway, which gives America a “fourth sea coast” and the 
world an “eighth sea,” open to 80 per cent of the world’s shipping. 

More than fifty per cent of America’s export trade originates in 
the American Middle West. But the role of the Midwesterner in in- 
ternational commerce has until now been that of producer rather than that 
of trader. Traditionally, those close to the ships that sail the international 
trade routes and on which the major commodities of world commerce still 
move, have been the planners, the promoters, the managers, the shippers, 
and the bankers of American foreign trade. Initiative and direction have 
remained with the coastal ports. This is pointedly illustrated by recent 
statistics showing that foreign demand deposits in Chicago banks are only 
slightly more than three per cent of those held by New York banks. It is 
evident that we have room to grow. The Midwesterner now has the oppor- 
tunity to exercise initiative, not to remain merely a producer for, and 
passive participant in, American foreign trade, but to become also a shaper 
of its policies—to provide direction and momentum to America’s interna- 
tional commerce as well as dimension. 

As Chicago and the one million square miles of Mid-America it serves 
come into their own as a truly international trading and financial com- 
munity, the law and policy factors discussed in this symposium will become 
increasingly meaningful to an ever-enlarging number of Middle Western 
lawyers, bankers, and businessmen, and in a very real sense, for the eco- 
nomic expansion that is taking place here and to which the Seaway will make 
its contribution, is constantly broadening the opportunities and responsi- 
bilities of all three. 

But the law and policy considerations discussed in this volume by our 
contributors have an importance beyond that of the immediate impact on 
the individual law practice, bank, or business located in a Great Lakes port 
city. They therefore have significance also for those situated in an inland 
community in the Middle West who may view themselves as unaffected 
by these developments. 

A new highway changes the entire economic and social complexion 
of the cities it touches and the hinterland it serves. So does an interna- 
tional trade route. These changes do not take place overnight, nor do 
growth and change bring the maximum, or necessarily any, benefits to an 
area unless growth and change are planned and directed. This requires the 
knowledgeable participation of those whose lives and activities, businesses 
and professions, are affected by the new artery. Such participation calls for 
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awareness, leadership, and action on the part of community leaders, and 
lawyers in particular, as we see it. The widening and deepening of water- 
way channels must be matched by the widening and deepening of knowl- 
edge and understanding of new bodies of law, new institutions, new arts, 
and new skills peculiar and essential to an international trading community. 
Our volume was therefore planned as a guidebook, not only for those who 
are or will be immediately concerned with foreign trade, but also to in- 
form those who by virtue of their training or place in the community have 
the function of leading public opinion and have a voice in making policy 
decision at every level of political and business activity. 

The broad purpose of this symposium is therefore to help the Midwest 
in meeting this challenge by awakening interest and creating awareness, so 
that those directly concerned with the business of creating an international 
trading community in the Midwest will have the understanding, support, 
and concern of all who will directly or indirectly benefit from its good 
management, or will suffer from its mismanagement. Beyond this broad 
introduction for those to whom international trade is something new, how- 
ever, our contributors shed light on matters which will be thought-provok- 
ing also for those already familiar with this area of law, and they raise a 
number of questions that will interest and concern the specialists as well. 

Beyond our own interests as Middle Westerners, there is also a national 
purpose to be served. The opening of the St. Lawrence Seaway happily co- 
incides with a growing maturity of American attitudes toward international 
trade, perhaps most strikingly demonstrated by the renewal last year of the 
Reciprocal Trade Agreements Act for a period of four years, but increas- 
ingly apparent also in the urgency and vitality with which Americans, par- 
ticularly in the Middle West, speak of the necessity and opportunity of 
foreign trade—both selling and buying abroad. Although we occasionally 
backslide by imposing quotas or higher tariffs for the benefit of depressed, 
and often marginal, producers, we are coming to appreciate the real im- 
pact of that obvious truth—that unless we buy abroad we cannot sell abroad. 
We are realizing more, too, the broader policy and national security inter- 
ests which inhere in international trade and investment, that our system of 
defensive alliances depends on the economic health of our free-world part- 
ners, and that the well-being of underdeveloped nations is essential to us in 
the contest with the spurious economic doctrines of Communism and its 
totalitarian concept of the state. Nevertheless, there are some who remain 
unconvinced that developmental aid and private investment abroad are inti- 
mately related to our security interests. To such doubters, it must be 
emphasized that our own economic well-being is bound up in maintaining 
and expanding our position in the world’s markets and in developing new 
sources of raw materials for our expanding industry. Over five million 
American jobs are directly dependent on foreign trade, and profit margins 
of many American industries are measured by their income from foreign 
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sources. Our industry is heavily dependent upon foreign sources for raw 
materials, without which our economy could not survive: We import one- 
sixth of our crude petroleum, one-fourth of our iron ore, one-third of our 
copper and rubber, over half of our raw wool, and most of our tin-nickel, 
aluminum (principally in the form of bauxite), and newsprint. Most of 
these imports are of high strategic value. 

The creation of markets and the development of sources of raw ma- 
terials requires capital, which only the United States can provide in the 
volume that it is needed. The bulk of this should and must come from 
private sources, but private capital naturally seeks out the best risks, gen- 
erally found in industrialized or semi-industrialized nations where a sub- 
stantial economic base already exists. Developmental aid provided by the 
United States and other advanced free-world governments is essential in 
lands where private capital is unwilling or unable to venture, in the new 
nations of Asia and Africa. There the “revolution of rising expectations” 
is taking place, either posing a threat to new-found freedom and political 
stability, or offering a challenge and an opportunity to the established 
democracies and free enterprise, depending on what we do about it. We 
can help ourselves by helping others grow, or we can watch Communism 
enlist in its cause the frustrations and despair of the peoples of the under- 
developed lands. And it should be kept in mind that economic aid, prin- 
cipally through investment in “overhead” capital items such as com- 
munications, power, and transportation facilities, establishes the necessary 
preconditions for private investment. Private capital can then build on the 
foundations laid by government aid and either through export or through 
production in overseas plants can supply the growing demand of expanding 
economies and rising standards of living. Whether in particular instances 
we export finished goods from the United States to meet this demand, or 
whether we export capital and know-how to establish United States-owned 
facilities to produce the goods, will depend in large part on how we resolve 
the problem of competition by other industrialized nations—not only in 
terms of our higher production costs, but also in terms of salesmanship, 
styling, service, and quality. The emphasis today is on manufacturing over- 
seas to gain the advantages of lower labor costs and savings in transporta- 
tion, as well as to secure certain local market advantages. However, unless 
American free enterprise and free labor fail to meet this challenge—and 
such is not their record—economic development abroad, including the con- 
tribution of the United States investment in overseas production facilities 
will continue, as in the past, to complement and stimulate our domestic 
production by increasing the demand for goods which only United States- 
based technology and United States-based resources can supply. Economic 
history has demonstrated that the over-all effect of economic development 
abroad is to create more demand than competition for our exports: the 
higher the stage of economic development in the world, the greater the 
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benefit to the United States. Before World War II, our exports averaged 
$2.9 billion per year. Owing to the enormous expansion of the free-world 
economy over the past two decades, our exports in 1957 amounted to $20.6 
billion. 

Now, quite obviously, these are policy questions, not legal problems, 
but they must be solved in the framework of existing institutions and legal 
concepts, or, hopefully, within a framework enlarged to expedite and smooth 
the way of modern international transactions. The lawyer has a large and 
different role to play here. In no area of the law is he less concerned with 
contention and litigation, and more involved in counseling, arranging, ex- 
pediting, negotiating, and arbitrating, than in foreign trade. And he can 
succeed here despite the ingredient of “foreign law”—the fact is that living 
in a nation of many jurisdictions, all of them “rich” in administrative law, 
has already given the American lawyer a substantial experience in conflict of 
laws and has cultivated his lawyer’s faculty of “arranging and disposing” for 
his client in the bureaucratic maze, according to the law but in the most 
direct and economical method possible. Such a facility can exercise itself 
freely in international transactions, complex and regulation-ridden as they 
most often are, and it can mean the difference between the client’s making 
a profit and taking a loss. 

The challenge is a very great one, matched only by the opportunities 
it offers. Our security and our economic health depend on how we meet 
this challenge and what we make of these opportunities. Now we are truly 
neighbors to the world, a fact which the airplane, offering an overnight 
passage to Europe, has never brought home to us as vividly as will the 
sight of an eight thousand-ton Italian freighter steaming past Chicago bound 
for Calumet Harbor. 

Paut O. ProEHL 
Editor, Law Forum 
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Terminal port of the Seaway, rail center of the nation, commercial capital 
of a million square miles of Middle America... 


“The ultimate potentialities for the metropolitan Port of 
Chicago are very encouraging and promising. To realize 
them in full measure will require the same kind of large- 
scale thinking and action as that which conceived and exe- 
cuted the enormous and complex projects involved in the 
St. Lawrence Seaway and Calumet Sag enlargements and, 
indeed, in the growth of metropolitan Chicago itself.” 


THE FUTURE OF THE PORT 
OF CHICAGO 


BY HAROLD M. MAYER* 


WITH THE OPENING of the enlarged St. Lawrence Seaway in April 
1959, the Port of Chicago entered upon a new stage in its long history of 
development. The effects of the Seaway upon the port and upon the region 
which it serves may be expected to be very significant in the long run, but 
not immediately revolutionary. The Seaway will not, contrary to the 
opinions of many, immediately make Chicago the greatest inland port in 
the world, for it has been that for many years. Nor will it produce a 
spectacular expansion of the economic base of the city and region, for 
such expansion is taking place in response to many other forces as well, 
including the general expansion of the national population and economy, in 
which the Chicago region is sharing. What the Seaway and other waterway 
improvements will do for the Chicago region is to stimulate expansion 
by providing opportunities from the utilization of large-scale water move- 
ments at lower unit costs than heretofore was possible. Whether the 
region actually takes advantage of the opportunities which it faces will de- 
pend upon the wisdom with which certain problems associated with the new 
conditions are tackled and solved. It is the purpose of this paper to review 
the more important facts relative to the Seaway and especially to the Port 
of Chicago, and to point out some of the unsolved problems. 

Three groups of separate, but related, waterway and port improvements 


* HAROLD M. MAYER. Professor of Geography, University of Chicago. 
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together will offer new opportunities to Chicago and its hinterland. They 
are (1) enlargement of the St. Lawrence Seaway and completion of the 
deepening of connecting channels between the Great Lakes, (2) enlarge- 
ment of the Calumet Sag route connecting the Great Lakes with the 
Mississippi Valley system of waterways at the Port of Chicago, and (3) har- 
bor, waterway, and terminal improvements within the Port of Chicago itself. 

The Port of Chicago includes all of the harbors and inland waterways 
of the Chicago Metropolitan Area, with the exception of Waukegan Harbor. 
Within the port are five harbors on the shoreline of Lake Michigan: (1) 
Chicago Harbor, together with the Chicago River and its two branches; 
(2) Calumet Harbor, including Lake Calumet and the six-mile deep chan- 
nel of the Calumet River connecting Lake Calumet with Lake Michigan; 
(3) Indiana Harbor, together with the Indiana Harbor Canal; (4) Buffing- 
ton Harbor; and (5) Gary Harbor (Figure 1). In addition, included within 
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Figure 1. 


From Mayer, THe Port or Cuicaco AND THE St. LAwreNce Seaway (University of 
Chicago Press, 1957). 


the port are two inland waterway connections with the Mississippi Valley 
through the Illinois Lakes-to-Gulf Waterway. These connections are the 
Chicago Sanitary and Ship Canal and the Calumet Sag Channel, both built 
originally as sewerage diversion ditches but subsequently used as navigable 
waterways for barge traffic following completion of the Lakes-to-Gulf 
connection in 1933. The United States Army Corps of Engineers, which 
gathers and publishes statistics on waterway traffic, first recognized the 
present boundaries of the port in 1957, when for the first time it in- 
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cluded in its tabulations for the Port of Chicago the traffic of the three 
harbors in Indiana as well as the portion of the port in Illinois. Almost half 
of the total port tarffic is handled in the Indiana portion, and, with its in- 
clusion, the figures show the Port of Chicago to be the largest on the Great 
Lakes, far ahead of the second port, Duluth-Superior. In 1957, the Port of 
Chicago handled a total of 75.6 million tons of waterborne commerce. This 
volume of traffic far exceeds the 60.7 million tons in that year at Duluth- 
Superior, and exceeds the volume of all tidewater ports in North America 
with the exceptions of the Port of New York and the Delaware River from 
Trenton to the Sea which includes Philadelphia. The volume at Chicago 
greatly exceeded that at such ocean ports as New Orleans and Houston, and 
was greater than that at any inland port in Europe. With the full operation 
i of the Seaway and the enlarged Calumet Sag Channel, the traffic of the 
i Port of Chicago may be expected to increase substantially in the future. 

: Chicago was a port before it was a city. Fort Dearborn was established 
j at the mouth of the Chicago River in 1803 to guard the strategic route 
i across the low divide which separated the South Branch of the Chicago 
River, then flowing into Lake Michigan, from the Des Plaines River which 
then as now flows into the Mississippi via the Illinois River. Earlier, Mar- 
quette and Joliet, in 1673, envisioned the eventual construction of a canal 
connecting these two waterways and providing an uninterrupted all-water 
route between the Great Lakes and the Mississippi Valley hinterland. At no 
point does the divide between the two drainage basins come closer than at 
Chicago, where it imperceptibly follows approximately the western limits 
of the City of Chicago. With the opening of the Erie Canal in 1825, con- 
necting the Atlantic Seaboard with the Great Lakes, settlement shifted from 
the Ohio River axis toward the Great Lakes, and substantial passenger and 
freight traffic upon the lakes began. The conclusion of the Blackhawk War 
in 1832 opened up northern Illinois to settlement, and in the following year 
Chicago was incorporated as a village. Even earlier, in 1830, the village had 
been platted and lands within it reserved for canal purposes, in anticipation 
of the construction of a canal connecting the infant port at the south- 
westernmost penetration of Lake Michigan toward the Mississippi Valley. 
This canal—the Illinois and Michigan—was completed in 1848 and for many 
years was an important route for bulk freight, to be superseded by the 
opening of the Lakes-to-Gulf Waterway in 1933 on a closely parallel route. 
Meanwhile, harbor and port improvements were undertaken at Chicago, 
beginning with the cutting of a direct channel across the sandbar which 
obstructed the entrance to the Chicago River from the lake, in 1834. At no 
time in its subsequent history has Chicago not been a port of major im- 
portance. 
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statistics are available at the time of writing of this paper—totaled 75.6 
million tons. The greatest proportion of the traffic, by far, consisted of 
bulk commodities—raw materials, fossil fuels, and foodstuffs—which can 
most effectively utilize economical large-scale water transportation. For 
such commodities, transportation by water represents the lowest-cost form 
of transportation, because of the size and consequent economies of scale of 
the transport unit: the ship or barge. 

Although the volume of traffic in 1957 was somewhat below that which 
could normally have been expected, due to the business recession in the 
latter half of that year, its distribution among the various commodities and 
among the component harbors and waterways of the port is fairly repre- 
sentative of the period preceding the changes that will result from enlarge- 
ment of the Seaway and the Calumet Sag route. 

Approximately three-fourths of the traffic consisted of bulk movements 
on the Great Lakes, in large bulk freighters with capacities of up to 24,000 
tons per voyage. These vessels are familiar to all who reside along the 
shores of the lakes and are of characteristic types to be seen nowhere else. 
Their length is up to 730 feet—the largest that can be accommodated in the 
locks of the Soo Canal and the enlarged St. Lawrence Seaway, and virtually 
all world records for rapid loading and unloading of cargo involve such 
Great Lakes bulk carriers. At the Port of Chicago, such lake freighters are 
handled almost entirely at private terminals associated with water-front 
industries, especially the iron and steel works, chemical plants, and oil re- 
fineries of the Calumet district in the southern portion of the metropolitan 
area. The principal commodities are iron ore from Lake Superior and 
northern Lake Michigan ports; limestone, used as a flux in blast furnaces, 
from ports of northern Lake Michigan and Lake Huron; and gypsum 
from northern Michigan, all of which are received in large quantities and 
upon which Chicago’s heavy basic industries depend. Also received in large 
volume is newsprint paper from Canada. Among the major shipments 
handled in lake bulk carriers are petroleum products, mainly from Indiana 
Harbor; coal from central and southern Illinois, southern Indiana, and 
western Kentucky, which is transferred from railroad cars to lake vessels 
at a large modern facility in the Calumet River; sulfur from the Gulf 
coast transferred from barges to lake vessels for movement to other Great 
Lakes ports; and grain—wheat, corn, and soybeans—for eastbound move- 
ment on the lakes, some of which is transferred from interior points by 
barge. 

Until the spring of 1959, the large lake bulk carriers were land-locked, 
confined to the Great Lakes. With enlargement of the Seaway, they can 
operate farther down the St. Lawrence, moving grain to tidewater ports 
on the lower St. Lawrence, and returning into the Great Lakes with loads 
of Labrador iron ore. Their construction does not permit them safely to 
operate in open ocean waters but there are prospects of new hybrid types 
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of vessels, combining features of the lake bulk freighters with those of large 
ocean-going bulk carriers operating in the lakes during the open navigation 

“season and becoming available for ocean transportation during the balance 
of the year. Because of the costs and the rate structures, reflecting the great 
distance from Labrador to Chicago, it is very unlikely that the iron ores 
from Labrador will compete at Chicago with the ores from the Lake Su- 
perior area, including the enriched low grade ores, such as taconite. The 
iron and steel industry of Metropolitan Chicago, on the other hand, has a 
dependable supply of ore for the foreseeable future as a result of the open- 
ing of new mines in the Mesabi Range and at Steep Rock, Ontario, and the 
development of effective processes for enrichment and beneficiation of low 
grade ores. The steel producers and their lake shipping affiliates are con- 
tinuing to make substantial investments in lake-type bulk freighters for the 
ore trade. 

The second type of traffic at the Port of Chicago, in a normal year 
amounting to about 15 million tons, is barge traffic, carried between ports 
of the Mississippi Valley and Chicago in both directions through the Illinois 
Lakes-to-Gulf Waterway and its two branches in the Chicago area: the 
Chicago Sanitary and Ship Canal and the Calumet Sag Channel routes. Six 
out of every seven tons of barge cargo are inbound, consisting of bulk com- 
modities including coal from central and southern Illinois, grain, principally 
corn, sulfur from the Gulf Coast, and many other commodities. Outbound 
loads consist of manufactured goods, such as steel products including pipe 
for the oilfields of the Gulf Coast, petroleum products, and machinery. 
Sand and gravel locally moved also account for a substantial volume of barge 
traffic in the waterways of the Port of Chicago. 

Inland waterway barge traffic has been increasing very rapidly year 
by year since the first cargoes were handled in 1933. Chicago has become 
a major port on the Mississippi River system, which includes some 9,000 
miles of federally-improved waterways, most of which can accommodate 
barges of 9-foot draft at low water. The system, directly accessible from 
the Port of Chicago, extends from the Pittsburgh area on the east to Omaha 
and Sioux City on the west, from Minneapolis on the north to the Gulf 
Coast, including ocean ports which, with transshipment between barge and 
ocean vessels, give Chicago a second important route to the sea. Some of 
the barge cargoes are imported, such as sisal from Yucatan and coffee from 
many parts of Latin America. With its connections through the Gulf Intra- 
coastal Waterway, which is linked to the Mississippi River system, Chicago 
shippers have direct non-break-of-bulk barge service to and from the entire 
Gulf Coast from western Florida to the Mexican border, including such 
important market areas and deepwater ports as Mobile, New Orleans, 
Houston, and Galveston. Chicago is the only place where the two great 
inland waterway systems—the Great Lakes-St. Lawrence system and the 

Mississippi Valley-Gulf Intracoastal system—meet, making possible a dual 
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route to the sea and at the same time stimulating an important transshipment 
trade between inland waterway barges on the one hand and lake and ocean 
vessels on the other. With the current enlargement projects on both routes 
completed, Chicago is in a unique position among all inland ports to enhance 
its already favorable position as the leading transfer port in the interior 
of North America. 

The third major component of the water-borne commerce of the Port 
of Chicago, like the inland waterway barge traffic, is almost entirely a de- 
velopment of the last quarter century. This is the direct Great Lakes- 
overseas traffic, up to now carried on small ocean-going vessels through 
the St. Lawrence River route. During the past half-century, Canada had 
developed a system of canals to circumvent the rapids of the St. Lawrence 
between Montreal and Lake Ontario. This system’ was enlarged several 
times, but until completion of the most recent enlargement in the spring 
of 1959, traffic was confined to small vessels with a length of 258 feet, a 
beam of 43.5 feet, and a draft of 14 feet. Such vessels could not carry 
more than 1,600 tons between the Great Lakes and tidewater, as compared 
with the 8,000 to 9,000 tons handled in the largest general cargo vessels 
and the 25,000 tons handled in bulk carriers subsequent to the completion 
of the St. Lawrence Seaway projects. In spite of the limitations of ca- 
pacity of the vessels and the consequent high costs, the traffic increased 
rapidly since the first regularly scheduled cargo liner services were opened 
between Chicago and other Great Lakes ports on the one hand and over- 
seas ports on the other. Tramp vessels sometimes carried bulk cargoes prior 
to 1933 over that route, but in that year, one company for the first time 
operated service on regular schedule. It was joined by a second company 
in 1939, and during World War II both companies lost their fleets. The 
service was resumed late in 1945 with a single sailing, and since then each 
year has seen substantially increased volumes of traffic moving in both di- 
rections between Chicago and overseas ports. Many operators joined the 
original prewar two, and in the years immediately before opening of the 
enlarged Seaway the direct Great Lakes overseas traffic between United 
States and Canadian lake ports on the one hand and overseas ports on the 
other, not involving transshipment, amounted to as much as 100,000 tons per 
year. This service was performed by small vessels, specially designed within 
the size limitations of the 22 obsolete locks of the old St. Lawrence system. 
In 1958, the last pre-Seaway year, some 26 companies—none with American- 
flag vessels because of the higher costs of American operation—had about 
120 vessels in the direct Great Lakes-overseas trades. In 1958, these vessels 
made 365 turnarounds at the Port of Chicago, connecting the port directly 
with overseas ports in northern and northwestern Europe, the Mediterranean 
and the Middle East, North Africa, and the Caribbean. Their cargoes were 
extremely diversified, consisting of manufactured goods moving in approxi- 
mately equal volume in both directions, as well as some bulk cargoes, includ- 























SPRING] THE PORT OF CHICAGO 9 
ing export grain. Most of the operators of these vessels, as well as many 
other shipping companies, are planning to expand their operations through 
‘the newly enlarged Seaway, using both new and larger vessels especially 
designed for the trade as well as some of the vessels which have previously 
been operating between Chicago and overseas. The latter will be more 
economical, for they will be able to load deeper. Instead of being restricted 
to 14-foot draft and 1,600 tons, they will be able to carry up to 2,600 tons 
on drafts of 18 and 19 feet. These will be supplemented by newer general 
cargo oceangoing vessels carrying 8,000 to 9,000 tons on drafts of 23 to 24 
feet. Many additional operators have expressed interest in entering the 
Great Lakes-overseas direct trades, and some will provide service to and 
from areas of the world, such as West, South, and East Africa and the east 
and west coasts of South America, which have not previously had direct con- 
nections with Chicago. 

In recent years, prior to the Seaway enlargement, the Port of Chicago 
has handled approximately 40 per cent of the total United States Great 
Lakes-overseas direct commerce. In 1958 Chicago’s share amounted to 
326,642 tons, of which 158,182 tons were imports and 168,460 tons exports. 

The rates which have been charged for the direct Great Lakes-overseas 
movements have varied from 10 to about 40 per cent below the competitive 
overland-ocean rates with transshipment at coastal ports, in spite of the 
necessity for employment of small and essentially uneconomic vessels. With 
enlargement of the Seaway, the savings through use of larger vessels and 
deeper loading of the small ones will more than offset the tolls which are 
to be charged for transit through the Seaway, and substantial economies 
are expected to result. The eastern railroads and truck lines, of course, may 
be expected to reduce many of their rates on import-export traffic in order 
to meet the new competition, and the savings to shippers and consignees in 
the Great Lakes port and hinterland areas will not be confined to those 
movements which use the all-water route. 

Thus the Port of Chicago, which has the heaviest bulk tonnage move- 
ments of any of the Great Lakes ports and is a major port on the Mississippi 
Valley system of waterways, may anticipate substantial increases in tonnages 
handled by the St. Lawrence route, as well as large increases when the 
Calumet Sag channel enlargement permits the large integrated barge tows 
now characteristic of most of the Mississippi River system to reach the port 
free from the previous time-consuming and expensive local bottlenecks. 


Tue St. LAwreENcE SEAWAY PROJECTS 


At this point it may be well to review some of the major features of 
the St. Lawrence Seaway and associated projects as they are related to the 
Port of Chicago (Figure 2). 

Chicago, via the Great Lakes-St. Lawrence route, is 2,250 miles from 
the Atlantic Ocean, and 1,250 miles from tidewater, which extends 1,000 
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From Mayer, Tue Port or CHIcaGo AND THE St. LAwRENcE SEAwAY (University of 
Chicago Press, 1957). 


miles inland to the Port of Montreal, heretofore the head of deep-draft 
ocean navigation on the St. Lawrence River. Above Montreal, a series of 
six rapids in the 114 miles between that port and Ogdensburg, New York 
and Prescott, Ontario impeded navigation, but was circumvented by 46 
miles of canals, containing 22 small locks, limiting the dimensions of vessels 
able to transit between tidewater and the Great Lakes. Above these rapids, 
a channel was available for large lake vessels in the St. Lawrence. Lake 
Ontario, the easternmost of the Great Lakes, was, since the construction of 
the present Welland Ship Canal which was completed in 1933, open to 
navigation by large “upper lakers,” which carried grain and other bulk 
commodities as far east as Prescott, there transshipping into small “canalers,” 
or local vessels able to transit the obsolete lock and canal system. The re- 
placement of that obsolete system, together with the deepening of the St. 
Lawrence River to the standard of 27 feet and the dredging of the Welland 
Ship Canal from 25 to 27 feet, constitute the St. Lawrence Seaway program 
proper, in accordance with the Canadian authorization of 1951 and the 
United States authorization of 1954. The locks—8 in number of which 7 
each have a lift of 46.5 feet—in the Welland Ship Canal, were provided by 
Canada in anticipation of the St. Lawrence Seaway and, although they are 
a generation old, will require no change to handle the Seaway traffic in 
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addition to their previous volumes of traffic. Each lock conforms to the 
_ standard dimensions of the new St. Lawrence Seaway locks, with a length 
of 800 feet—permitting vessels up to 730 feet long to use them—a width 
of 80 feet, and a depth of water over the sills of 30 feet. In the Welland 
Ship Canal, connecting Lake Ontario with Lake Erie and circumventing 
Niagara Falls, only deepening of the channel was required, and that was 
completed in time for the Seaway opening. 

The Seaway proper—the stretch of the St. Lawrence River and the 
improvements in the 200 miles between Montreal and Lake Ontario—became 
available to deep-draft shipping with the opening of the navigation season 
in April 1959. It has a standard low-water minimum depth of 27 feet be- 
tween Lake Ontario and Montreal, east of which a channel with a minimum 
depth of 35 feet has been maintained for many years. The Seaway proper, 
between Montreal and Lake Ontario, consists of improvements in the St. 
Lawrence River and a series of new canals. There are seven locks, each 
with a depth of water of 27 feet, length of 800 feet, and width of 80 feet. 
Two of the locks were constructed by the United States and five by Canada. 
Thus, with the Welland locks, there are now 15 locks, all of identical di- 
mensions, between Chicago and the sea, instead of the previous 30 locks, 
22 of which were obsolete in size and design. The water level of the St. 
Lawrence is controlled by dams, including the major power works at 
Beauharnois, above Montreal, previously constructed, and the diversion 
and power dams at Barnhart Island in the International Rapids section of 
the project, straddling the United States-Canadian boundary in the vicinity 
of Massena, New York and Cornwall, Ontario. 

It is especially significant that the St. Lawrence Seaway program repre- 
sents not only an outstanding example of international cooperation, but 
also an outstanding example of the multiple-purpose principle in the de- 
velopment of water resources, with navigation, power, and recreational 
aspects. The Seaway proper, including the improvements to the Welland 
Ship Canal, are self-liquidating, being developed at no cost to the taxpayers 
of either nation. About two-thirds of the benefits accrue to Canada, for 
that nation will develop half of the power at the International Rapids sec- 
tion as well as realizing the greater proportion of the navigation benefits. 
The latter is true because most of the traffic is expected to be either internal 
domestic Canadian traffic or traffic between Canada and the United States, 
in neither case involving ocean voyages. The most recent pre-Seaway years 
saw about 70 per cent of the total traffic of the obsolete St. Lawrence Canal 
system as local Canadian traffic, and 20 to 23 per cent was traffic between 
Canada and the United States in both directions. Direct Great Lakes- 
overseas pre-Seaway traffic accounted for only about 6 to 7 per cent of the 
total volume moving through the old St. Lawrence Canal system in recent 
years. While the latter may be expected to increase substantially in the 
next few years, it will continue to represent only a relatively small propor- 
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tion of the total St. Lawrence Seaway traffic. It will be, however, of 
especial significance to the Port of Chicago. 

The costs and benefits of the Seaway proper are attributed approxi- 
mately two-thirds to power and one-third to navigation, with minor 
benefits to recreation. Virtually all of the joint facilities which are used 
for both power and navigation are charged to the power, so that naviga- 
tion receives the incidental benefits of such features. There is no question 
that the Seaway could not have been built on a self-liquidating basis, and 
probably would not have been built at all, were it not for the power. 

The St. Lawrence Seaway program has been carried out by agencies 
of both the Canadian and United States governments. The St. Lawrence 
Seaway Authority in Canada and the St. Lawrence Seaway Development 
Corporation in the United States both are agencies of their respective 
governments. The construction on the American side was carried out by 
the United States Army Corps of Engineers and by civilian contractors 
under supervision of the Corps of Engineers, acting on behalf of the Seaway 
Corporation. The power which is generated in the International Rapids 
section of the Seaway is sold equally in both nations. In Canada the St. 
Lawrence Seaway Authority sells it to the hydro-electric commissions of 
Ontario and Quebec, which retails it to the consumers. In the United States, 
the St. Lawrence Seaway Development Corporation wholesales the power 
to the Power Authority of the State of New York, a public agency, which, 
in turn, retails it to consumers. About two-thirds of the American power 
output is delivered to large industries in upstate New York, especially 
aluminum plants in the vicinity of Massena, New York. The revenues from 
the sale of power are to be used to meet the obligations of the two au- 
thorities which constructed the Seaway, together with the revenues de- 
rived from the tolls charged for the transit of shipping. Both of the Sea- 
way authorities issued bonds, with the respective governments as the sole 
bondholders. The bonds are to be written off in fifty years. Under the 
United States act, the revenues are to be sufficiently high to permit full 
amortization, including payment of principal, interest, and annual main- 
tenance costs, in fifty years; and the tolls are not to be so high as to dis- 
courage any substantial volume of shipping. There is no such mandate in 
the Canadian act. 

The Seaway projects proper, including the Welland Ship Canal im- 
provement, represent an investment of slightly over one billion dollars, 
exclusive of facilities, such as the Welland Canal prior to deepening, which 
previously existed. The program permits vessels to utilize a minimum depth 
of 27 feet of water between the Atlantic Ocean and Lake Erie. Insofar 
as Chicago is concerned, the full Seaway depth will be available following 
completion of the Great Lakes connecting channel projects above Lake Erie, 
but a draft of approximately 24 feet is available to Chicago pending such 
completion. 
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The Great Lakes connecting channel projects involve deepening of the 
. channels inter-connecting the Great Lakes, except between Lakes Erie and 
Ontario. Between Lake Erie and Lake Huron, the Detroit River, Lake St. 
Clair, and St. Clair River channels, for a total of about 60 miles, are being 
deepened from their present 24 foot depth to 27 feet. The Straits of 
Mackinac, connecting Lake Huron with Lake Michigan, are very deep, 
but the program calls for elimination of some rock ledges to permit safe 
navigation in 27 feet of water. Between Lake Huron and Lake Superior, 
the St. Marys River is being deepened from its present 24 feet to 27 feet. 
Unlike the Seaway proper, the Great Lakes connecting channel projects 
are the responsibility of the United States, and for their use no tolls are to 
be charged. The economic benefits which justify these connecting channel 
projects result from the improvement of internal Great Lakes navigation, 
permitting the large lake bulk carriers to load to their maximum draft, en- 
tirely independent of the benefits from their use in connection with the 
St. Lawrence Seaway. At 1956 prices, the costs of these connecting channel 
improvements are estimated at about 115 million dollars, or about equal to 
the United States share in the costs of the navigation features of the St. 
Lawrence Seaway proper. The completion of these improvements within 
the Great Lakes is contingent upon annual appropriations by Congress. If 
all goes well, the present schedule calls for completion late in 1962. 

The direct benefits of the seaway program will be realized by the Port 
of Chicago immediately, in 1959, and in the years following. Vessels plying 
between Chicago and the sea will be able to load to drafts of about 24 feet 
in the years between 1959 and 1962, following which the full Seaway stand- 
ard depth of 27 feet will be available to and from Chicago. Because the large 
bulk carriers of lake type will not, in all probability, carry large volumes 
of iron ore from Labrador to Lake Michigan, there is only very slight dis- 
advantage, if any, to the Port of Chicago in not having the full Seaway depth 
available immediately. The major types of vessels using the Seaway and 
calling at Chicago will be general cargo liners, which are being designed for 
22 and 23 foot drafts at most, and bulk carriers of grain, both of lake and 
ocean type, which can economically operate on somewhat less than their 
full drafts. 


Tue CaLuMET Sac Project 


The second of the major groups of projects affecting the future of the 
Port of Chicago is the Calumet Sag improvement. This program is being 
undertaken by the federal government in order to relieve the bottleneck 
to barge navigation which has heretofore prevented the Port of Chicago 
from realizing the full advantages of its situation with relation to the 
Mississippi Valley system of waterways (Figure 3). 

Chicago has had direct all-water access to the Mississippi Valley since 
the opening of the Illinois and Michigan Canal in 1848. That waterway 
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PORTS ON THE GREAT LAKES, ST. LAWRENCE RIVER, MISSISSIPPI RIVER 
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Figure 3. 


From Mayer, THe Port or Cuicaco AND THE St. LAWRENCE Seaway (University of 
Chicago Press, 1957) 
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greatly facilitated the settlement of the vast mid-western hinterland of 
Chicago by providing low-cost transportation for agricultural produce to 
move to lake vessels and to eastern railroads at Chicago enroute to eastern 
markets, and as a route for supplies and manufactures in the opposite di- 
rection. Even after the completion of the railroads westward from Chicago 
the canal carried substantial volumes of freight traffic for several decades. 
It was not finally abandoned as a navigable waterway until replaced by the 
completed modern lakes-to-Gulf facility in 1933. 

Chicago’s present waterway connections with the Mississippi Valley are 
through the Des Plaines and Illinois rivers, which in turn reach the Mississippi 
at Grafton, Illinois, a few miles above St. Louis. The improvement of this 
waterway was begun by the State of Illinois and completed by the federal 
government, which now maintains a minimum low-water controlling depth 
of nine feet, which is the standard for the Mississippi system. The control 
is achieved by a series of seven locks and dams between Lockport, 35 miles 
southwest of Chicago, and the Mississippi. In the Chicago area itself, con- 
nection with Lake Michigan is made through two canals originally built 
as sewerage diversion channels by the Sanitary District of Chicago (now 
the Metropolitan Sanitary District of Greater Chicago). These canals are 
the Chicago Sanitary and Ship Canal and the Calumet Sag Channel. Both 
were intended to divert the flow of the rivers—the Chicago and the Calu- 
met, respectively—away from Lake Michigan across the drainage divide, 
and thereby prevent contamination of Chicago’s water supply, derived from 
Lake Michigan. The Chicago Sanitary and Ship Canal, connecting the 
South Branch of the Chicago River with the Des Plaines River at Lockport, 
was begun in 1886 and completed in 1900, with a design depth of 21 feet 
and a minimum width of 160 feet. In spite of its name, it was never intended 
to be a ship route, but certain features were included in its original con- 
struction with inland waterway traffic in view. Except for local movements, 
such use had to await the completion of the Illinois Lakes-to-Gulf Waterway 
in 1933, when the canal became part of that route. Subsequent to the 
opening of the through water route, the banks of the canal within metro- 
politan Chicago became lined with industries and terminals having direct 
barge access. There is now very little land along the canal available for 
further industrial or terminal development. 

The second of the local canals linking Lake Michigan with the Illinois 
Lakes-to-Gulf Waterway, the Calumet Sag Channel, was built by the 
Sanitary District between 1910 and 1922. It connects the Little Calumet 
River, which, in turn, flows from Lake Calumet and from Lake Michigan 
via the Calumet River, with the Chicago Sanitary and Ship Canal. The 
Calumet Sag Channel proper is 16.2 miles long, provides adequate depth 
for barge navigation, but is only 60 feet wide, in its original state, for a 
considerable portion of its length. It is spanned by numerous highway and 
railroad bridges having very restrictive horizontal and vertical clearances. 
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In short, it is a very primitive waterway. However, unlike the Chicago 
Sanitary and Ship Canal which leads through a congested part of Chicago 
and reaches Lake Michigan in the downtown area where there is little if 
any room for modern terminal and industrial development, the Calumet 
Sag route passes through the Calumet area of South Chicago, the heart of 
the largest concentration of heavy basic industry in North America. The 
Calumet area, furthermore, has thousands of acres available for future de- 
velopment by industries of the extensive type which ship and receive bulk 
materials of types which barges can economically move. The Chicago 
Sanitary and Ship Canal is a somewhat more adequate waterway in its 
present state, but it does not, because of its location, have the traffic po- 
tentials of the Calumet Sag route. 

The bottlenecks on the two present canals in metropolitan Chicago 
seriously limit the utilization by the port and by the metropolitan industries 
of the advantages of low-cost transportation provided by the extensive 
Mississippi Valley system of inland waterways. In fact, not only do the 
inadequacies of the local waterways act to the disadvantage of industries 
in metropolitan Chicago, but they also are of national significance because 
they represent the last remaining short bottlenecks in the entire St. Lawrence- 
Great Lakes-Mississippi Valley complex of waterways. 

At Brandon Pool, in Joliet, some 40 miles from Chicago, the large in- 
tegrated tows which are characteristic of the Illinois and Mississippi rivers 
must halt while they are broken up into groups or cuts of two and three 
barges, to be shunted into the wharves of the metropolitan area through 
the inadequate, narrow canals. For this purpose, small specially-designed 
towboats, many with retractable pilot-houses because of low bridge clear- 
ances, must be employed. The process is analogous to the breaking up of 
railroad freight trains into individual cuts of cars at classification yards. 
The time and expense of this type of terminal operation, and the long de- 
lays, are major considerations in retarding full utilization of the waterway 
system. 

In 1946, Congress, following recommendations of the Corps of Engi- 
neers, authorized the improvement of the Calumet Sag route into a modern 
waterway with a minimum width of 225 feet instead of its original width 
of 60 feet. This was to necessitate the replacement of many railroad and 
highway bridges, the straightening of the channel of the Little Calumet 
River, and the replacement of the obsolete Blue Island lock by a modern 
one at a different location. A later stage was to extend the improvement 
via the Grand Calumet River, not then or now navigable, eastward to Gary, 
Indiana. In spite of the estimated cost at 1946 prices of the first stage im- 
provement at about 60 million dollars, the estimated benefit-to-cost ratio 
was 2.5 to 1. 

Although the project was authorized in 1946, no action toward an 
appropriation was taken until the spring of 1955, at which time the first of 
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a series of annual appropriations was authorized. The long delay cost many 


millions of dollars in increased construction expense, but the benefit-to- 


cost ratio is still very favorable because transportation savings also increased, 
due to the increased general level of freight rates. If annual appropriations 
continue to be forthcoming at a rate commensurate with the physical 
feasibility of construction, the first stage of the Calumet Sag project should 
be completed about 1963. This will provide a modern barge waterway 
between Lake Calumet, the head of navigation on the Great Lakes-St. 
Lawrence route for lake and ocean shipping, at the eastern end, and the 
wider 9-foot channel of the Lakes-to-Gulf waterway at the western end. 
The federal government is paying a major share of the replacement of the 
inadequate railroad bridges, and legislation is being sought to permit a 
similar federal participation with local governmental authorities in the re- 
placement of the highway bridges across the new waterway. By the be- 
ginning of 1959, the westernmost 10 miles of the widening were under con- 
tract, and engineering studies were under way prerequisite to contracting 
the remaining six miles of the route to Lake Calumet. When this work is 
completed, large integrated tows, pushed by powerful diesel towboats, will 
be able to bring as much as 20,000 tons at a time into the Calumet region 
of metropolitan Chicago, free from the expensive and time-consuming 
present physical restrictions. 

Traffic through the present Calumet Sag channel is limited in volume 
by the necessity of delay in passing within the 60-foot wide waterway. Al- 
ready some measure of relief has been provided by the western portions 
of the canal which have been widened to 225 feet, but the physical restric- 
tions continue to place a ceiling upon the potential traffic prior to com- 
pletion of the improvement. In 1946 when the project was authorized, the 
traffic through the Calumet Sag Channel amounted to less than one million 
tons; currently it exceeds 6 million tons per year, as contrasted with the 
20 million tons handled through the Chicago Sanitary and Ship Canal. There 
is little doubt that the traffic moving through the Calumet Sag route will 
eventually exceed that through the Sanitary and Ship Canal because of the 
recent growth and tremendous potential growth of the Calumet Region as 
the center of heavy industry for the interior of North America, and the 
transshipment trade which is developing in Lake Calumet and Calumet 
Harbor in connection with the St. Lawrence Seaway route. 


DEVELOPMENT OF LAKE CALUMET HARBOR 


One of the major considerations in the authorization of public water- 
way improvements, such as the Calumet Sag project, is the necessity of 
local cooperation and the assurance of adequate terminal facilities for the 
potential traffic. For many years, Chicago did not have an official agency 
primarily concerned with port terminal development, and the potential 
site for a major port terminal development, Lake Calumet, at the eastern 
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end of the Calumet Sag Channel, lay undeveloped in spite of the fact that 
the City of Chicago had been given title to the 2,200 acres of the lake with 
the obligation to proceed with the development many years previously. 
The lake was a neglected resource, representing the largest single area 
available for comprehensive port and industrial development in metropolitan 
Chicago. 

The lake itself, in its natural state, has an average depth of about three 
feet, with low-lying swampy shores. It lies in the heart of the Calumet 
industrial area, however, and is connected with Lake Michigan by six miles 
of the Calumet River, which is navigable by lake and ocean shipping. 

In 1951, there was created the Chicago Regional Port District, a joint 
city-state agency, the majority of whose board members are state appointees. 
The Port District’s boundaries were confined to a portion of the Calumet 
region within the State of Illinois, including the navigable portion of the 
Calumet River and the lands on both sides of the Calumet Sag Channel, as 
well as Lake Calumet. Title to Lake Calumet was transferred by quitclaim 
deed to the Port District, which thereby incurred the obligation to proceed 
with development. The Calumet Sag Channel, within the Port District, 
however, continued under control of the Sanitary District. 

The Port District was given a first biennial appropriation of $40,000, 
a sum insufficient to accomplish anything except an introductory study. 
This study, published in February 1953 under the title Where Two Great 
Waterways Meet, constituting the first biennial report, outlined a compre- 
hensive plan for the development of the Port of Chicago. It proposed that 
the Calumet Sag project, as already authorized, proceed rapidly, that a 
comprehensive port and industrial development be accomplished by the 
Port District in Lake Calumet, that a supplementary development of special- 
ized port terminals take place in downtown Chicago Harbor, and that ap- 
propriate steps, including reservation of land, be initiated looking toward the 
eventual development of additional port and industrial facilities straddling 
the Illinois-Indiana State line on Lake Michigan at Calumet Harbor for ex- 
pansion when the area of Lake Calumet is fully developed. To implement 
this program, the Port District asked for augmented powers, including the 
power to issue revenue bonds. This power was obtained and subsequently 
a comprehensive detailed plan was prepared for the initial stage of the Lake 
Calumet project. In September 1955, a 24 million dollar bond issue was sold, 
and construction of the first stage, spurred by the authorization of the Sea- 
way and the commencement of work on the Calumet Sag project, was be- 
gun. By September 1956, a year later, the first-stage facilities were in full 
operation. 

The Port District facilities in Lake Calumet involve about 5,700 lineal 
feet of vessel berthage, or about enough for twelve Seaway-sized ships; 
300,000 square feet of modern transit sheds; two large grain elevators with 
a total storage capacity of 13 million bushels; a back-up warehouse; an 





NER ES NTI SRI RE Es Fo IS ERED 


PIES Se Sao PY ni 
ETE OS Se 





SPRING] THE PORT OF CHICAGO 19 


office building; and the necessary supplementary facilities, including rail- 
road trackage, a railroad yard, miles of truck access highways, and all of 
the other facilities requisite to a modern comprehensive port. This de- 
velopment involved the filling of about 200 acres at the south end of the 
lake. Subsequently, the Port District in June 1958 installed a floating crane 
of 110-ton capacity, the largest heavy-lift facility for general use at any 
Great Lakes Port. 

The entire port district development is self-liquidating. The sheds and 
warehouses are leased for ten years, the grain elevators for forty years. The 
bonds are to be retired in forty years. Since they are municipal issues, they 
are tax exempt, and the interest rate is 4 per cent. During the first two years 
of operation of the facilities, all bond obligations have more than been met. 
The Port District is proceeding with plans and negotiations for the second 
stage of its comprehensive development, which will involve a doubling of 
the existing facilities, as well as the construction, by a tenant, of the largest 
group of truck terminals in the world. 

The eventual plan for complete development of Lake Calumet calls 
for the dredging of a main channel in the middle of the lake together with 
slips on both sides, all to be at the standard Seaway depth of 27 feet al- 
though initial depths may be somewhat less. All pilings are to be designed 
for eventual deepening of the main channel and the slips to 27 feet. 

The existing facilities of the Lake Calumet development are the most 
modern and largest on the Great Lakes, and they compare favorably with 
regard to efficiency with the best of the salt water terminals. Cargoes and 
vessels can be handled with expedition. 

The site of Lake Calumet is not ideal for Chicago’s major port terminal 
development; it is, however, the best that could be made available, and is 
far better than any possible alternative location in view of the existing pat- 
tern of development of Chicago and its metropolitan area. Chicago has 
most of its Lake Michigan shoreline occupied by a continuous park system, 
making that shoreline unavailable for port or industrial development and, 
indeed, very undesirable, from the point of view of the general regional 
pattern, for such types of uses. The Indiana shoreline is completely oc- 
cupied by existing industries, interrupted only by a few very small municipal 
parks, from the Illinois state line to the eastern edge of Lake County. East 
of that point is the last remaining desirable residential and recreational shore- 
line in or near the metropolitan area, including the area of the Indiana 
Dunes State Park. The State of Indiana, stimulated by the prospects of one 
or more large steel plants east of Gary, is planning a large new harbor and 
port terminal development in that general area. 

Among the major improvements planned for the Port of Chicago is 
the development of terminal facilities by the city in the downtown Chicago 
harbor. The first stage, a $4 million partial reconstruction of the Navy 
Pier, was under way late in 1958. Reports to the City of Chicago by 
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consultants recommended the construction of two modern general cargo 
berths initially, to be followed by additional facilities when the need be- 
comes evident. 

With these several port terminal developments under way or in pros- 
pect, there is need to evaluate not only the relative advantages and dis- 
advantages of the various locations within the port area, but also the strengths 
and weaknesses of the situation of the total port with respect to potential 
traffic and industrial expansion. 


ADVANTAGES OF THE Port or CHICAGO 


The Port of Chicago is the terminal of the Seaway route. All other 
Great Lakes ports are ports-of-call along the way. Duluth-Superior is also 
at the end of the line, but the latter port has neither the metropolitan 
traffic potential nor the productive hinterland of the Port of Chicago. 
Chicago is located at the southwesternmost penetration of the Great Lakes- 
St. Lawrence route into the productive heart of North America. Experience 
in many parts of the world has demonstrated that, except for very high- 
class freight where speed is a major consideration, the greatest economies 
in transportation, other things being equal, are realized when the largest 
possible carrier unit is utilized for the greatest possible distances. Ships 
penetrate far inland when they are physically able, in spite of the existence 
of competitive overland carriers. With respect to the productive heart of 
North America, Chicago is as far inland as the ships can go. 

Chicago’s hinterland is both more extensive and more productive than 
that of any other Great Lakes port. The metropolitan area of Chicago is 
at the southwesternmost extremity, not only of the Great Lakes, but also 
of the North Atlantic trade route, connecting the urban-manufactural belt 
which extends eastward from Chicago with a comparable concentration 
of population and of industrial production in northwestern Europe. Over 
this trade route moves a greater volume of maritime and air traffic than 
over any other transoceanic route in the world. 

Of equal importance is the potential traffic that can originate and 
terminate within the Chicago metropolitan area. That area has, with its 
present population of 6.5 million, a far greater population than that of any 
other metropolitan port area on the Great Lakes. The current and recent 
trend toward increased concentration within metropolitan Chicago upon 
the heavy basic industries points to substantial increases in bulk traffic, while 
its importance as a general manufacturing center and as a populous relatively 
high-income market indicates outstanding potentialities for the generation 
of diversified general cargo traffic. 

Not only has metropolitan Chicago the most extensive and diversified 
hinterland of any of the Great Lakes ports as well as a vast local traffic 
potential, but it also has the best access to its hinterland of any of the 
Great Lakes ports. It is still, as it has been for a century, the world’s great- 
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est railroad center. It is a major focus in the highway network of the 
continent, and the new expressways under construction and planned will 
increase its importance in that respect. And finally, it is the only Great 
Lakes port having direct access, without the necessity of open lake pas- 
sages, to and from the inland waterway system. Chicago’s situation at the 
inland end of the Great Lakes has its counterpart in its situation as a major 
inland waterway terminal of the Mississippi River system. 

But traffic potentialities do not produce traffic unless the facilities and 
services, as well as favorable rates, are available. We have already seen that 
the terminal facilities are ahead of those of any Great Lakes ports and com- 
pare favorably with those at competitive seaboard ports. Much remains to be 
done, however, to improve the services and the rates which will enable the 
Port of Chicago to become a serious competitor of the long-established ports 
on the Atlantic and Gulf coasts. 


ProBLEMs OF Port DEVELOPMENT 


It takes time for shippers to adjust their routing habits to new condi- 
tions, and for new shipping services to become established. It also takes 
time to set up all of the ancillary services that are prerequisite to a modern 
port: foreign trade departments of banks, freight forwarders, custom house 
brokers, stevedoring services, ship chandlering services, and many others. 
Some of them exist at the Port of Chicago but need to be expanded, others 


are non-existent and must be established. This takes time; the first few years 
of the Seaway will not produce revolutionary changes in the pattern of 
maritime traffic in North America, nor will the prospects of the Port of 
Chicago come to full realization overnight. 

One of the major considerations in the development of port traffic, 
and consequently in the industrial development of a port hinterland, is the 
securing of competitive freight rates. In this respect, much remains to be 
done in order to maximize the traffic potentials of Chicago and the other 
Great Lakes ports with respect to international trade through the Seaway. 
The competitive overland carriers connecting the Great Lakes ports and 
their hinterlands with the traditional ports of the Atlantic and Gulf sea- 
boards are not unaware of the new competition, and are reducing their rates 
to competitive levels. This is not necessarily to Chicago’s disadvantage, nor 
to the disadvantage of the Midwest generally, but the maximum traffic and 
development potentials will be realized when the newly created facilities 
at Great Lakes ports get a substantial share of the traffic. This can come 
about when rates between the ports and their hinterlands are so adjusted 
as to be competitive for the total transit between the origin and overseas 
destination, and the reverse. The locally originated and terminated traffic 
of metropolitan Chicago alone, large though it may be, is not sufficient to 
support a great world port. A substantial portion must originate in and 
terminate at hinterland points, such as Peoria, Rockford, Des Moines, and 
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Omaha. Currently, the eastern railroads and truck lines, as well as many of 
the western carriers, favor the traditional ports by granting import and ex- 
port rates on shipments in both directions between ports and hinterlands 
which are lower than the rates charged for the same port-to-hinterland or 
reverse movements not involving import or export. Thus the total rate 
is the combination of ocean rate plus overland rate. Since few import- 
export rates involve Chicago and other Great Lakes ports, the latter are at 
a disadvantage. In many instances, the rates to Atlantic and Gulf ports favor 
them as compared to Great Lakes ports, even though the overland distances 
may be substantially greater. The provision of competitive overland rates 
to and from Chicago in connection with import and export movements is 
of the highest priority if Chicago is to maximize its benefits from the com- 
pletion of the Seaway and the availability of its excellent water-front 
terminals. 

There are many other institutional problems in connection with the 
Seaway and the Port of Chicago which urgently require solution if the 
full effects of the new waterway improvements are to be realized. Some 
of these problems are discussed elsewhere in the present series of papers. 
One such problem is the conflict of interest between Great Lakes ports and 
Illinois Waterway communities relative to the amount of water to be di- 
verted into the Illinois Waterway from Lake Michigan. The complexity 
of the problem precludes detailed discussion here, but its solution, on the 
basis of hydrological facts and not politics, would greatly assist the planning 
of facilities and operations on both the Great Lakes and the inland water- 
ways. Another major group of problems as yet unsolved relates to the 
organization of the various labor groups involved in lake and Seaway opera- 
tions, greatly complicated by the removal of the barrier between salt and 
fresh water along the St. Lawrence and the consequent meeting of the areas 
heretofore monopolized by one or another of the labor organizations. 
Another series of problems is that associated with the organization of 
the shipping operations themselves, including such matters as flag discrimina- 
tion against non-United States and non-Canadian shipping which, for the 
first time, can participate not only in Great Lakes-overseas trade in sub- 
stantial volume, but also in internal international trade within the Great 
Lakes between the United States and Canada. A closely related series of 
issues is that of navigation practices and regulations which heretofore have 
not within the Great Lakes conformed in every respect to international 
practice on the high seas. Compulsory pilotage for ocean-going vessels 
within the lakes is another problem which has not been resolved. All of 
these problems, and many more, will be solved eventually, but during the 
initial years of large-scale Great Lakes trade through the newly-enlarged 
Seaway they will continue to be troublesome issues, and the delays in re- 
solving them will be detrimental to the full realization of the potentialities 
that otherwise are available. 
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There are equally serious and urgent issues within the local area of 
metropolitan Chicago related to port and water-front development and of 
vital concern to the future of the port. These relate primarily to the loca- 
tion and scale of future port terminal developments, and to the organization 
of their planning and operation. 

It is clearly evident that the major comprehensive port area and associ- 
ated industrial development must be in the Calumet district, the southern 
portion of metropolitan Chicago along the south and southwestern end of 
Lake Michigan. In the Calumet area is the greatest concentration of rail- 
road and expressway routes, forced around the protrusion of Lake Michigan 
into the main axis of transportation connecting the midwest with the eastern 
United States. The area is also served by belt railroads which provide access 
to the radiating trunk lines in every direction. The new belt expressway 
passes close to the area. The Calumet Sag enlargement will place the area 
within convenient all-water access to and from the entire Mississippi Basin 
and the Gulf coast. The land in the Calumet area is generally level and, 
although it will require drainage and fill, extensive industrial sites are there 
more readily available than elsewhere in the metropolitan area convenient 
to deep water and to the local labor force. 

On the other hand, downtown Chicago is not suited for comprehensive 
port and industrial development. Land values are high, and extensive in- 
dustrial sites are not available. Nor would industrial development be com- 
patible with other development along the magnificent Chicago lakefront. 
Any development of port terminals in downtown Chicago Harbor, there- 
fore, must be of small scale, of specialized type for general cargo only and 
supplementary to, rather than competitive with, the larger development in 
the Calumet region. 

In addition to lack of suitable land for comprehensive port terminal 
development in or near downtown Chicago and the incompatibility of 
such development with sound principles of city planning, the problem of 
landward access has not been solved. Congestion, both north and south 
of the Chicago River, prevents easy access to the downtown water front by 
truck and rail. Even if on other grounds a downtown port development 
were desirable, new provisions would have to be made for landward access, 
involving large public expenditures. In determining the benefit-to-cost ratio 
of port termina! development, the provision of adequate access facilities 
should be included on a prorata basis. At least part of the street improve- 
ment costs in the vicinity should be charged against the costs of port 
terminal development. If this is to be done it will, of course, make large- 
scale development downtown even less attractive than it now is. 

Since the advantages of location in Lake Calumet are many as com- 
pared with alternative locations for major comprehensive port and industrial 
development in Chicago, and since the Chicago Regional Port District has 
demonstrated its competence to plan, finance, and build facilities there, it 
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is of first importance that the program of that agency be supported and 
that future port terminals elsewhere in metropolitan Chicago be of a type 
and scale,.and be built at times, which would not be incompatible with 
the staging and financing of the subsequent portions of the Lake Calumet 
port district projects. Small-scale general cargo terminal development at 
Navy Pier in downtown Chicago appears not to be competitive with the 
Lake Calumet development. Future additional development downtown 
must await clearer evidence of the need for facilities there in the light of 
the efficient comprehensive development in Lake Calumet. 

There is at present no comprehensive agency entrusted with develop- 
ment of the total metropolitan port of Chicago, nor with its planning. Since 
the metropolitan area straddles the state line, the need for an interstate port 
agency of some kind is indicated. It is important that the plans for the 
total port be related to the needs. A comprehensive plan, constantly re- 
vised, would indicate the scale and location of the requisite facilities and 
would recommend the appropriate times for their construction, by what- 
ever public or private agency seems appropriate. A comprehensive metro- 
politan port agency, therefore, legally and professionally qualified to pre- 
pare a total port plan, is an urgent requirement. With the official sanction 
of such a body, the financing and construction of port terminal facilities, 
by whatever agency and by whatever method of financing, could proceed 
with confidence that each facility would be related to the changing needs 
of the entire port with respect to location, type, size, and time of construc- 
tion. The agency should be given the power to construct, and to lease or 
operate facilities where the need is clearly evident, when other agencies 
are unwilling or unable to provide and operate them, and where the facilities 
can eventually pay their way. The agency should be able to accept federal 
grants and loans as they become available, and to contract with public or 
private bodies whenever that becomes desirable. No monopoly of terminal 
facilities would thereby be created, and participation by public and private 
agencies would be as broad as possible. Seemingly conflicting plans could 
be resolved by unbiased study and recommendation by such a body. 

But a port agency should do much more. It should promote and pro- 
tect the interests of the entire port area and its hinterland. In Chicago there 
are offices of many competitive ports which seek to capture the traffic 
which could move through the Port of Chicago. Chicago needs these other 
ports, for, after all, the Seaway will be in operation seasonally and we need 
standby transportation as well as competitive routings in order to have a 
competitive rate structure. But the Port of Chicago must also actively solicit 
business. A comprehensive port agency must solicit and promote the port 
through offices not only in Chicago but in the hinterland cities where much 
of the traffic can originate, as well as at overseas points. A port agency must 
also promote and protect competitive overland rates between the port and 
hinterland points. 
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CoNCLUSION 


With comprehensive thinking and planning of the entire port of Chi- 
cago, and with proper relation of the port plan to a total metropolitan 
plan, which the Northeastern Illinois Metropolitan Planning Commission 
is preparing in collaboration with local planning agencies, and with a 
vigorous promotional campaign continuously carried on, the full potenti- 
alities of the Seaway, the Calumet Sag project, the continued population 
and industrial growth of the Midwest, and the expanded opportunities for 
world trade will accrue to the full benefit of the Port of Chicago. The 
changes will be not revolutionary, but the ultimate potentialities for the 
metropolitan Port of Chicago are very encouraging and promising. To 
realize them in full measure will require the same kind of large-scale thinking 
and action as that which conceived and executed the enormous and complex 
projects involved in the St. Lawrence Seaway and Calumet Sag enlarge- 
ments and, indeed, in the growth of metropolitan Chicago itself. 
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The first Seaway blueprints were the work of government officials, diplo- 
mats, legislators, and lawyers... 


“Indeed, these arrangements are a commentary on the varied 
possibilities for interstate cooperation generally, even where 
the legal forms embracing such coordinated action represent 
a patchwork of international conventional arrangements and 
municipal law.” 


THE LEGAL FRAMEWORK OF THE 
ST. LAWRENCE SEAWAY 


BY MAXWELL COHEN AND GILBERT NADEAU * 


THERE HAS BEEN a remarkable forward movement in the interest taken 
by scholars and governments in the legal problems of international rivers and 
their uses.1 To a very large extent this surge of interest is the child of 


* MAXWELL COHEN. Professor of Law, McGill University, Montreal. 
GILBERT NADEAU. Special Assistant to the Deputy Minister of Trans- 
port, Ottawa. 


1Sevette, Legal Aspects of Hydro Electric Development of Rivers and Lakes of 
Common Interest, U.N. Doc. E/ECE/136; E/ECE/EP/98 Rev. 1 (1952); Integrated 
River Development, U.N. Doc. E/3066; Engleton, The Use of Waters of Inter- 
national Rivers, 33 Can. B. Rev. 1018 (1955); BLOOMFIELD AND FiTzcERALD, BouNDARY 
Water ProsteMs or CANADA AND THE UNITED States (1958); SmitH, THE Economic 
Uses oF INTERNATIONAL Rivers (1931); Hirsch, Utilization of International Rivers in the 
Middle East, §9 Am. J. InTx L. 81 (1956); Berser, Die Recutsquetten Des INTER- 
NATIONALEN WASSERMUNDUNGSRECHTS (1955); WutTrMEeR, DocUMENTS ON THE USE AND 
CONTROL OF THE WATERS OF INTERSTATE AND INTERNATIONAL STREAMS (U.S. Dept. of the 
Interior, 1956); INsTITUTE oF INTERNATIONAL AFFAIRS, THE DiversION oF CoLuMBIA RIVER 
Waters, University of Washington Bull. No. 12, pt. 4 (1956), and No. 13 (1958); see 
INTERNATIONAL Law Ass’N, REPORT OF THE ForTY-SEVENTH CONFERENCE, Annex I, at 241 
(Dubrovnik, Yugoslavia, 1956), for statement of principles re the uses of waters of 
international rivers; see also INTERNATIONAL Law Ass’N, RESOLUTIONS ADOPTED AT ForTyY- 
ElcHtH CONFERENCE (N.Y. City, 1958); INTER-AMERICAN Bar Ass’N, PrincipLes or LAw 
GOvERNING THE Uses or INTERSTATE Rivers AND Lakes, Adopted at Tenth Conference, 
Nov. 1957; AMERICAN Soc’y or INT'L Law, NavicaTION AND OTHER Uses oF INTERNA- 
TIONAL Rivers AND CANALS 1-56, in Proceedings of the 51st Annual Meeting, Apr. 25, 
1957; CHAMBERLAIN, THE REGIME OF THE INTERNATIONAL Rivers: DANUBE AND RHINE 
(1923). 


29 














30 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


necessity. But “necessity” here may be regarded as a complex of immediate 
and prospective national needs where great rivers traverse or follow 
boundaries. 

It was inevitable, of course, that the international law of rivers should 
occupy the early attention of writers and states. The organisation of the 
nation-state, its independence and its exclusive claims to jurisdiction within 
its own territory, often cut across the natural unity of communities and 
the physical links between them, both land and water. A valley cleft by a 
boundary, a river marked by this artificial, though very “real” legal line, 
could not affect the objective fact of the valley or the existence and move- 
ment of the river and its waters. To a large extent therefore states sharing 
regions were already committed by physical circumstance to an accom- 
modation of their common interests in so central a resource. In a sense 
it was the artificiality of the state that imposed the need for rules to restore 
the natural integration of the region and this would be particularly true 
where the integrity of a whole river basin was involved. The dilemma of 
states and writers was, of course, how to reconcile exclusive jurisdiction 
with riparian rights. While this reconciliation may not have been too diffi- 
cult for such questions as navigation—which so far as European rivers were 
concerned perhaps was the primeval use—when it came to other needs such 
as sanitation, irrigation, and power in the later modern period, the problems, 
of course, became more complex. Grotius himself tried to put forward a 
strong case for riparian navigation rights ? but it cannot be said that he suc- 
ceeded. Indeed the positivist viewpoint reflecting the nationalism of states 
found advocates in scholarship to the point where by the end of the eight- 
eenth century the Grotian hope for navigation rights seemed to be losing 
the struggle against the exclusiveness of state jurisdiction over that portion 
of a river within its own territory. 

This struggle between some “natural law” claims to the use of a river 
by all riparians for its full length and the right to exclusive control by 
riparians for the portion within their territory on the whole found the 
French on the side of the more liberal view and the Americans and the 
British somewhat ambivalent. So far as Central Europe was concerned the 
Danube and the Rhine long were subject to varieties of regulations, for tolls 
and other reasons.* Inevitably the increasing complexity of political and 
economic organization in Europe, emerging with the industrial revolution 
and the post-Napoleonic period, required some new approach to the use of 
multi-national rivers particularly to freedom of navigation. Moreover, with 


2 Grottus, De Ture Beri Ac Pacis, bk. II, c. II, $§ 12, 13 (1625); see also Vatret, 
Lz Drorr Des Gens, bk. II, c. II, §§ 117, 126-129; c. X, $ 132 (1758). 

3 KAECKENBECK, INTERNATIONAL RIvERS 24-28 (1918). 

4 KAECKENBECK, OP. Cit. supra note 3, passim (1918); CHAMBERLAIN, OP. cit. supra 
note 1. 
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the rise of great merchant fleets and with improved navigation conditions 
-of many important European and North American rivers, questions arose 
as to not only the position of riparian states but of non-riparian as well. The 
extreme liberal view demanded freedom for non-riparians where the river 
was a natural highway to and from the sea giving direct access to those who 
traversed the oceans, At the other end of the argument was the claim for 
exclusive control by the riparian, while midway stood the emerging doctrine 
of common riparian rights in navigation. 

We are not concerned here with the history of this doctrine® as it 
emerged in such experiences as the Treaty of Munster of 1648 which closed 
the Scheldt to the Belgic provinces and the opening of it 150 years later 
by the forces of the French Revolution in the celebrated Decree of Novem- 
ber 16, 1792. Not only did this decree open the Scheldt but it applied the 
same principles of freedom of navigation to the Rhine as well. Later efforts 
in the Congress of Rastadt of 1797, the Convention of Paris on the Tolls 
of Navigation on the Rhine in 1804, the Treaty of Paris of 1814, and 
finally the Congress of Vienna and the final Act of the Congress in 1815, 
all advanced greatly the concept of, and the machinery for, the international- 
ization of rivers, for creating a regime for their use by riparians and non- 
riparians alike together with systems of riparian joint management. By the 
1850’s the needs of navigation on the Rhine and the Danube gave rise to 
important commissions for their management as navigable rivers of inter- 
national importance. Indeed these marked the first efforts at a kind of in- 
ternational organization where a problem common to many states required 
administrative machinery with permanent staffs having the beginnings of 
a degree of independence when acting on behalf of all the signatories con- 
cerned in the establishment of the regime.® 

Yet despite the liberalising influences stemming from the French Revo- 
lution through the Congress of Vienna and the ideas underlying the Rhine 
and Danube Commissions, theories of exclusive jurisdiction persisted. It was 
possible for two distinguished English scholars such as Hall and Westlake to 
differ widely on the status of the law even though they were writing at 
about the same time—although Westlake was somewhat later, when a more 
liberal approach in the position of Great Britain already may have emerged. 
But Hall was able to say in his fourth edition in 1895: 


“Tt is clear therefore that the principle of freedom of territorial 
waters communicating with the sea to the navigation of foreign powers 
has not been established either by usage or by agreement binding on or 
imposing nations to its recognition as a right... . A marked tendency 
has no doubt shown itself during the present century to do away with 


5 KAECKENBECK, Op. cit. supra note 3, at 3-32. 
® Kunz, Privileges and Immunities of International Organizations, 41 Am. J. Int’. 
L. 828 (1947). 
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prohibition, or to loosing restrictions, on river navigation by foreigners 
as a needless embarrassment to trade but this has been the result, not of 
obedience to law, but of enlightened policy; and it may be said with- 
out hesitation that so far as international law is concerned a state may 
close or open its rivers at will, that it may tax or regulate transit over 
them as it chooses, and that though it would be wrong in a moral sense 
as it would generally be foolish to use these powers needlessly or in an 
arbitrary manner, it is morally as well as legally permissible to retain 
them, so as to be able where necessary to exercise pressure by their 
means, or so as to have something to exchange against concessions by 
another power.” 7 


By contrast Westlake was able to say that the freedom of navigation 
was in fact a “right carried into practical effect in Europe, America and 
Africa, by a series of conventions so numerous as to imply strongly that they 
rest On a common principle, and without limitation to the co-riparians 
wherever the interests of outside powers has been sufficient to induce them 
to intervene.” § 

The attitude taken by Great Britain towards the St. Lawrence River, 
however, tended to be one based upon hard bargaining with the United 
States. The various references to the St. Lawrence in the disputes between 
Great Britain and the United States in 1824 over the problem of United 
States access to the sea via the river, through the Webster-Ashburton Treaty 
of 1842, the Treaty of Washington of 1871, the International Boundary 
Treaty of 1908, and the Boundary Waters Treaty of 1909—in all of these 
documents there is suggested a British position in relation to the St. Law- 
rence where no automatic customary rights of navigation were regarded 
as vested in the United States either as co-riparian or as the upstream state 
with respect to the Great Lakes portion of the whole system.® Instead, the 
view was taken that whatever rights were available to the United States 
were available on a conventional basis as a result of specific agreement and 
usually involving some reciprocal benefits to Canada. One curious result 
of this extremely national and continental view taken by Great Britain and 
the United States toward the St. Lawrence, and particularly by Great 
Britain, up to the Boundary Waters Treaty, and taken also by Canada since 
that time, has been to give European states and scholars the impression that 
the liberalising regimes of the European river systems, the Barcelona Con- 
vention of 1921 as well as the general shift of customary international law 
in favour of equitable bases in the relations of co-riparians, have not touched 
Canadian and United States views and their legal policies with respect to the 
St. Lawrence. Indeed some text books have expressed concern about the 


T HALL, INTERNATIONAL Law 145-46 (4th ed. 1895). 


8 Cited by KAECKENBECK, Op. cit. supra note 3, at 22. 
97d. at 207-13; BLOOMFIELD AND FITZGERALD, Op. cit. supra note 1, at 1-9. 
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conservative quality of Canadian-United States opinion and practice con- 
sidering the changes elsewhere, particularly in Europe.!° 

The opening this year of the deep-draft St. Lawrence Seaway to the 
shipping of the world, providing now for access to the centre of North 
America for vessels drawing 27 feet may raise anew these questions of the 
status of the river in relation to non-riparian trading states throughout the 
world. The imposition of a toll structure has at least been decided on a basis 
favourable to preventing discrimination against foreign states and their ves- 
sels. However, if no tolls had been imposed as between Canada and the 
United States it is not yet clear whether the shipping of the rest of the 
world would have been given similar advantages, but if they are assessed 
then they will be uniform for all states." 


Tue St. LAWRENCE RIVER AND THE SEAWAY—GENERAL CONSIDERATIONS 


The Seaway is one of the more remarkable engineering achievements 
of recent times. For sheer magnitude it rivals any of the extensive river proj- 
ects ever attempted and certainly is comparable in its general dimensions 
with the Tennessee Valley Authority as well as with the Suez and Panama 
Canals of an earlier developmental period. Indeed, when compared with 
these projects, the Seaway is even more elaborate since it is both a naviga- 
tion as well as a power project, each of very great dimensions. 

Apart from its engineering achievements the Seaway is a further ex- 
ample of the ability of the United States and Canada to solve their common 
resource problems in a spirit of amity and cooperation, although it took a 
very long time for the means to be found that would meet the require- 
ments of United States public opinion, where support for the Seaway 
was greatly divided.!? In the end, no over-all treaty or agreement became 
the legal foundation of its construction, and the juridical framework con- 
sists of some exchanges of notes,!* parallel legislation by the Parliament of 
Canada and the Congress of the United States,1* and certain approvals by 
the International Joint Commission established under the Boundary Waters 
Treaty of 1909.15 Indeed, these arrangements are a commentary on the 


10 SMITH, Op. cit. supra note 1. 

11 See statement by the Hon. George Hees, Minister of Transport, Mar. 12, 1959, 
H.C. Des. 1860-63, concerning the toll structure that is to be offered by both States for 
all vessels, including those of Canada and the United States. 

13 Hearings on H.R.J. Res. 104 Before House Committee on Public Works, 83d 
Cong., 1st Sess. (1953). 

13 Exchange of Notes, [1952] Can. T.S. No. 30; Exchange of Notes, [1954] Can. 
T.S. No. 14. 

144 Act To Establish the St. Lawrence Seaway Authority, Can. Rev. Srat. c. 242 
(1952); The St. Lawrence Seaway Development Corporation, 68 Strat. 92 (1954), 33 
U.S.C. $$ 981-90 (Supp. V, 1958). 

15 1JC Docket 68 (Oct. 21, 1952); BLOOMFIELD AND FITZGERALD, Op. cit. supra note 1, 
at 199. 
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varied possibilities for interstate cooperation generally, even where the legal 
forms embracing such coordinated action represent a patchwork of inter- 
national conventional arrangements and municipal public law. The juridical 
design in this case is not by itself a thing of beauty, whatever the aesthetic 
quality of the engineering. 

To grasp the significance of the Seaway it is necessary to see it whole 
as a project and a system. The St. Lawrence, in a sense, is the front door 
to North America or at least to the northern half of the continent. It con- 
nects the Altantic Ocean with the Great Lakes, thus leading from the open 
sea to the continental heartland, providing a natural waterway extending 
some 2,000 miles and providing as well a great natural source of hydro- 
electric power. There is a drop of some 600 feet between Lake Superior 
and the open sea with the estimated potential of 9 million horse power if 
the various parts of the river system are fully harnessed. 

Apart from its economic importance and its historic role in the life of 
both the United States and Canada, the St. Lawrence is politically an im- 
mediately interesting river because it is an international boundary in itself. 
For the entire length of the Thousand Islands and the International Rapids, 
from Cornwall to Kingston, a distance of 115 miles, it constitutes the border 
between Canada and the United States. It is therefore both a boundary and 
a boundary river and is included as part of a regime established by treaties 
that for over a hundred years have been concerned with both boundaries 
and boundary rivers in one way or another. 

Ever since the Webster-Ashburton Treaty of 1842, which first fixed the 
boundary with some clarity, and later as a result of the Treaty of Wash- 
ington of 1871,!° which provided that both Canada and the United States 
should have free navigation from the Atlantic to the Great Lakes, both 
states have cooperated more or less to improve the navigation facilities of the 
Great Lakes-St. Lawrence system. But that cooperation was confined to 
action by each within its own territory. Thus, Canada completed its 14-foot 
navigation system in 1900, an all-Canadian locks programme from Montreal 
through the International Rapids to Lake Ontario. 

From 1900 to the present time the United States progressively improved 
the Great Lakes connecting channels above Lake Erie to provide navigation 
channels up to 25 feet in depth. In 1932 Canada opened the present Welland 
Canal connecting Lakes Erie and Ontario with a channel of 25 feet and ~ 
locks 30 feet in depth. From Lake Ontario to Ogdensburg-Prescott the 
United States improved the river to provide a channel of 25 feet. Seaward 
from Montreal to the Gulf, a distance of almost 1,000 miles, channels have 
already been dredged by Canada to a minimum depth of 324% feet. How- 


161 MALtoy, TREATIES, CONVENTIONS, INTERNATIONAL AcTs, PROTOCOLS AND AGREE- 
MENTS BETWEEN THE UNiTEep States or AMERICA AND OTHER Powers, 1776-1907, at 650 
(1910). 
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ever, the 14-foot canal system from Montreal through the International 
Reach of the St. Lawrence, valuable though it may have been in an earlier 
period of river development at the turn of the century, soon became a 
bottleneck both ways; for it prevented large lakers from reaching tide- 
waters downstream, and world shipping from proceeding from Montreal 
to the heart of the continent. The history of the St. Lawrence Seaway 
project, until its inter-governmental resolution in 1952-54, was a continuing 
challenge to Canadian-United States cooperation in the face of pressures 
and interests that would delay and defeat the programme. 

Indeed, pressures for and against the Seaway are now part of the history 
of general United States-Canadian relations since the turn of the century. 
There were a mixture of problems—political, economic, and legal. Eco- 
nomically the Seaway offered all the advantages of water carriage but be- 
cause of the river drop the whole programme was possible only if the new 
lock system could be financed by the concurrent development of hydro- 
electric power. In the area between Prescott and Cornwall, Ontario, known 
as the International Rapids section, there is a major drop in the river of 92 
feet. This drop made it possible to plan for the development of about 2.2 
million horsepower of electricity at Long Sault in a power dam to be built 
on both the American and Canadian sides of the river. Questions of private 
versus public power, of federal versus state or provincial control, and of 
truck/rail competition versus water carriage, were all involved in the poli- 
tics and economics of the proposed project. Moreover, cutting across these 
economic and political interests were the already established rules governing 
boundary rivers under the Boundary Waters Treaty of 1909. For article III 
of that treaty had provided that on any boundary waters between Canada 
and the United States neither country was to construct on its side of the 
boundary any works that materially affected the level or flow of the water 
on the other side unless it had the “authority” of the other country and se- 
cured the approval of the International Joint Commission (IJC) established 
by this treaty. But no development of the Seaway was possible unless there 
was a prior or concurrent development of power, while the construction 
of the power works could not be undertaken without agreement between 
Canada and the United States. 

The decision to proceed with both the seaway and power projects, 
arrived at by the Governments of Canada and the United States in 1952, 
marked the culmination of more than thirty years of negotiations and 
frustration.17 The whole subject had been thoroughly canvassed by both 
governments, and in the United States it had received extensive study by 
congressional committees and by many of the industries directly concerned, 
particularly the railway and shipping interests. Optimistically, both govern- 


17U.S. Senate, A CoMPILATION oF DocUMENTS ON THE GreaT Lakes SEAWAY Project 
AND: CorRELATED Power DeveLtopmMENtT (1955); Kunen, The International Negotiations 
Concerning the St. Lawrence Project, 33 U. Det. L.J. 14, 25 (1955). 
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ments signed an agreement in 1932 providing for “the construction of a deep 
waterway, not less than 27 feet in depth, for navigation from the interior 
of the continent of North America, through the Great Lakes and the St. 
Lawrence River, to the sea with the development of water power incidental 
thereto.” 18 It took two years for the treaty to reach the United States 
Senate and when it did so in March of 1934 it failed to secure the necessary 
two-thirds majority. Meanwhile, the Great Depression diverted public at- 
tention and the onset of war again postponed serious interest in the subject. 
But in 1941 there was signed the Great Lakes-St. Lawrence Basin Agree- 
ment !® between the two countries providing for joint Canadian-United 
States development of the whole Great Lakes-St. Lawrence basin and settling 
as well a number of outstanding questions such as the Chicago diversion, 
the Niagara diversion, and certain remedial works. Although successive 
United States administrations attempted to obtain Senate approval through- 
out the 1940’s, this proved to be impossible. 

Meanwhile the war had demonstrated the magnitude of the power 
shortage in Ontario, Quebec, and New York. Inevitably the attention of 
Canada was directed to the possibility of a purely Canadian development 
with the approval, of course, of the United States as provided for in the 
Boundary Waters Treaty of 1909; for Canada would have to obtain the 
consent of the IJC for the construction of power works in the International 
Rapids section. The effect of such a policy decision by Canada was to 
separate the power project from the navigation plans in order to expedite 
one, even if the other were delayed again for political or other reasons. 
And the first step taken by the Government of Canada to achieve at least 
this objective was to conclude an agreement in December 1951 7° with the 
Government of Ontario that provided for the construction of the Seaway by 
Canada but for the development of power in the International Rapids sec- 
tion by the Hydro-Electric Power Commission of Ontario and some other 
entity to be designated by the United States for the United States side of 
the power project. 

From the Canadian point of view, therefore, while the projects were 
separated in one aspect they remained an integrated concept from another. 
Indeed in 1951 the Parliament of Canada approved the Canada-Ontario 
Agreement and enacted the necessary legislation to implement both that 


18Qn this treaty, see Jessup, The Great Lakes-St. Lawrence Deep Waterway 
Treaty, 26 Am. J. Int’x L. 814 (1932). 

19On this agreement, see Borchard, The St. Lawrence Waterway and Power 
Project, 43 Am. J. In’. L. 411, 413 (1949); Hackworth, Great Lakes-St. Lawrence 
Waterway Project—Memorandum by the Legal Adviser of the Dep’t of State, 4 Dep't 
State Buty. 364 (1941); CorRESPONDENCE AND DocuMENTs RELATING TO THE GREAT 
Laxes St. Lawrence Bastn DEVELOPMENT 1938-1941, and Supplement No. 1—LecaL 
Oprions—SUMMaRY OF OUTSTANDING Features (Can. 1941). 

20 See Can. Rev. Stat. c. 157 (1952), and Ont. Stats. 1952, c. 42, which incorporate 
the Canada-Ontario Agreement. 
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agreement as well as the framework for an All-Canadian Seaway by pass- 
ing first the International Rapids Power Development Act?! and an Act 
to Establish the St. Lawrence Seaway Authority.?* In turn, Ontario ap- 
proved its agreement with Canada by adopting the International Rapids 
Power Development Act. 

With the Canadian legal basis now well prepared both for power at the 
provincial level and for the Seaway at the federal level, it was now necessary 
to enter into negotiations with the United States to have both governments 
join in asking the IJC to approve the development of power by Ontario and 
by another entity to be named by the United States. Negotiations between 
Canada and the United States led to the Exchange of Notes of June 30, 
1952 28 where both Governments agreed to make such a request of the IJC 
but on the understanding *4 that Canada would undertake to construct and 
operate all the works necessary to ensure uninterrupted 27-foot navigation 
between Lake Erie and Montreal; and also that Canada would complete 
these works as concurrently as possible with the completion of the power 
works by Ontario and the designated United States entity (then not yet 
nominated). Both governments submitted a joint application to the IJC 
as arranged by these notes and the Commission gave its order of approval to 
the power project on October 29, 1952.25 The result of these negotiations 
and this order of approval were to assure a power development that would 
be shared by the United States and Canada, or more particularly by New 
York (as it turned out) and Ontario, and to have the proposed 27-foot Sea- 
way as a Canadian enterprise. All the necessary authorisation in Canada and 
all the necessary international authorisation for the construction of the 
power project and for the construction by Canada of the navigation fa- 
cilities now had been completed. One subject remained to be dealt with, 
not in Canada but in the United States, namely, the authorisation by Con- 
gress under United States law of some appropriate entity to construct the 
United States share of the power project. In this connection steps had al- 
ready been taken by the Power Authority of the State of New York, which 
had applied as early as September 22, 1952, to the Federal Power Com- 
mission (FPC) for authorisation to share in this development with Ontario. 
After extensive hearings the FPC granted, on July 15, 1953, a fifty-year 


31 Can. Rev. Strat. c. 157 (1952). 

23 Can. Rev. Stat. c. 242 (1952). 

28 [1952] Can. T.S. No. 30. 

% This was also on the understanding that the Canadian Government would con- 
tribute $15 million towards the cost of the channel enlargement which the power entities 
must undertake in the International Rapids section in consideration of the benefits accru- 
ing to navigation from the channel enlargement. 

5 1JC Docket 68 (Oct. 21, 1952); See BLooMFIELD AND FirzcERALp, op. cit. supra 
note 1, at 199. 
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licence to the New York State Power Authority.2* Unfortunately, this 
FPC order was challenged in the federal courts by opponents of the project, 
and the legal obstacles to the development of power on the St. Lawrence 
by New York and Ontario were not disposed of until June 7, 1954, when 
the United States Supreme Court upheld the action of the FPC.** 


Tue UNITED STATES AND COOPERATION ON THE SEAWAY 


Public opinion in the United States, certainly that portion of it that 
was in favour of the Seaway, became restive at the prospect of a wholly 
Canadian-owned and -operated channel. In 1953, therefore, bills were intro- 
duced in the Senate and House by Senator Wiley and Representative 
Dondero to authorise the construction by the United States of the naviga- 
tion works required for the Seaway on the international section of the 
river.22 On May 6, 1954, shortly before the Supreme Court gave its decision 
on the power question, Congress enacted measures establishing the St. 
Lawrence Seaway Development Corporation and empowering it to con- 
struct the necessary navigation works on the United States side of the in- 
ternational section of the river.?® 

The effect of this legislation was to provide parallel or competing 
navigation facilities for the same portion of the river by Canada and the 
United States, each on its own side of the border. This situation had nothing 
to do, of course, with the Canadian plan for the locks and navigation works 
to be built in the Canadian section of the river lower downstream. Neces- 
sarily, the parallel legislation generated further discussion between Canada 
and the United States to determine how each should now move in the light 
of their respective legislative policies and programmes. Clearly what had 
happened was that public opinion in the United States was somewhat cha- 
grined at the possibility of an all-Canadian Seaway, and while the Senate was 
not ready to provide a treaty for a joint project, Congress was prepared to 
support a parallel United States effort, on the assumption that it could 
somehow be coordinated with Canadian plans in the same way as the power 
project which was to be built by separate entities but as a coordinated 
undertaking. These negotiations resulted in a new exchange of notes on 
August 17, 1954 °° by which the United States agreed to build a canal and 
two locks opposite Barnhart Island in the International Rapids section on 
the United States side of the river and to do the dredging necessary in the 


%*FPC Order, in Opinion No. 255, July 15, 1953, granting the application of the 
Power Authority of the State of New York. 

2™Lake Ontario Land Development Ass’n v. FPC, 212 F.2d 227 (D.C. Cir. 1954), 
cert. denied, 347 U'S. 1015, 74 Sup. Ct. 871 (1954). 

38 H.R. Rep. No. 1215, on S. 2150, 83d Cong., 2d Sess. (1954). 

29 68 Strat. 92 (1954), 33 U.S.C. §§ 981-90 (Supp. V, 1958); The St. Lawrence Sea- 
way Manual, S, Doc. No. 165, 83d Cong., 2d Sess. (1954). 

30 [1954] Can. T.S. No. 14. 
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Thousand Islands section above it. Canada agreed to build a lock and a 


. canal further upstream near Iroquois, Ontario, in the International Rapids 


section and in addition to complete all the necessary deep-draft navigation 
facilities between Cornwall and Montreal. This would include dredging in 
the river and the building of the locks at Montreal and at Beauharnois, in- 
cluding bridge span alterations over the St. Lawrence wherever necessary 
in that region. At the same time the notes reserved for Canada its right to 
duplicate the United States canal system on the Canadian side opposite 
Barnhart Island if and when it was deemed that parallel facilities were re- 
quired to accommodate existing or potential traffic.8! And so, after two 
generations of negotiations, research, and powerful movements for and 
against the project, the power works building programme began on August 
10, 1954, and the Seaway proper a month later. Thus the framework of 
United States-Canadian cooperation rested on simple exchanges of notes, 
on an order of approval of the IJC, and finally on legislation by Congress 
and by Parliament providing for formally separate seaway schemes in the 
international section of the river.8? Not only, therefore, were the Seaway’s 
beginnings hampered somewhat by lack of unified treaty structure, but the 
power and navigation developments were for better or worse kept quite 
separate. Indeed, the power programme was based on a special authorisation, 
built by different contracting entities, and financed as an individual project. 
Yet, despite this compartmentalisation of effort, the Seaway and power 
projects inevitably had to be constructed as a cooperative undertaking be- 
tween Canada and the United States. And that cooperation was achieved 
despite a framework that was designed initially to satisfy political rather 
than common administrative needs and objectives. 


Some Lecat Aspects oF CANADIAN-UNITED STATES COOPERATION 


In order to understand how cooperation over the Seaway was achieved, 
it is now desirable to study in greater detail the legal structure upon which 
the power and the navigation projects were based and to examine as well 
the particular agencies that became responsible for these activities. 

Essentially the legal basis of cooperation between the two countries 
rested on the IJC Order of Approval of 1952 for the development of power 
in the International Rapids section,®* and on the Canadian Seaway legisla- 
tion of 1951 *4 and the corresponding United States legislation of 1954.35 


81 The St. Lawrence Seaway-Power Project, Dep’t of External Affairs Buli., Nov. 
1954; Hearings on H.R. 5728 Before the House Committee on Public Works, and 
Hearings on S. 1174 Before the Senate Committee on Foreign Relations, 85th Cong., 
1st Sess. (1957); see also Exchange of Notes, [1956] Can. T.S. No. 24. 

‘y Vignes, Les Travaux du Saint Laurent, Annuaire Francais de Droit International 
1957). 

53 Supra note 15. 

*% Supra note 14. 

35 Ibid. 
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It will be remembered that the Governments of Canada and the United 
States applied concurrently to the IJC on June 30, 1952, for an order of 
approval authorising entities of both governments to construct, maintain, 
and operate a power development in the International Rapids section and 
requested the Commission to treat the applications as if they were a joint 
application. 

At this point it may be desirable to summarise briefly the relevant pro- 
visions of the Boundary Waters Treaty and the activities of the IJC estab- 
lished under it. There is a growing literature on the history of the activities 
of the Commission as well as on certain provisions of the treaty, particularly 
those provisions that have given rise to much dispute in recent years over 
the right of either of the signatories to divert the waters of trans-boundary 
rivers from their natural channels.8¢ The treaty was designed, of course, 
to solve the great variety of problems arising and likely to develop in the 
relations of the two countries with respect to many scores of rivers and 
lakes through which the boundary passed and which were either boundaries 
themselves or rivers and lakes tributary to boundary waters or traversed 
briefly by the boundary. It was a pioneer experiment in bi-national admin- 
istrative control of common rivers and lakes for purposes of navigation, 
domestic uses, and power. 

While some of the early drafts of the treaty had intended to treat 
boundary rivers, that is, rivers running along the boundary, and trans- 
boundary rivers in the same manner, in fact different powers were given 
to the Commission with respect to these two classes of waters. In the case 
of boundary waters the treaty provided that the two countries were to have, 
each on its own side of the boundary, equal and similar rights in the use 
of such waters. In the present case the international section of the St. 
Lawrence River between Cornwall and Kingston is a boundary water. As 
to other waters which in their natural channels flow across the boundary 
or into boundary waters, article II of the treaty—whose meaning is now a 
subject of considerable controversy—reserved to each country the “exclusive 
jurisdiction and control” over the use and diversion of all such waters on 
its side of the boundary; these reservations were made subject, however, 
to the right of any party in the downstream country injured by such inter- 
ference or diversion to institute legal proceedings in some appropriate court 
in the upstream country as though the injury had been suffered upstream 
where the interference or diversion occurred. Article II should be read to- 
gether with article IV, which limits the Commission’s jurisdiction in trans- 
boundary rivers to requiring the Commission’s approval before works are 
constituted that raise the level of the river at the boundary. The classic 


36 CHACKO, THE INTERNATIONAL Joint Comission (1932); Dep’t of External Affairs 
Bull., Mar. 1951; BLOOMFIELD AND FITZGERALD, op. cit. supra note 1, at 1-64; see Cohen, 
Some Legal and Policy Aspects of the Columbia River Dispute, 36 Can. B. Rev. 25 n.1 


(1958), for bibliography. 
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example of this type of problem today is, of course, the Columbia River 
~ dispute where the river rises in Canada and flows downstream into the 
United States. The treaty provided further that whenever disputes arose 
with regard to the use of these waters, certain priorities should govern the 
Commission’s decision, and here domestic and sanitary purposes precede 
navigation, while navigation takes priority over power and irrigation.®* 
Most important, of course, were the provisions of the treaty with re- 
spect to vesting certain powers in the IJC, whose orders were to be binding 
on both countries; for without the prior approval of the IJC, neither govern- 
ment was permitted to construct on trans-boundary rivers any dams or ob- 
structions on their own side of the boundary that would have the effect of 
raising the natural level of waters on the other side.** Similarly, the Com- 
mission’s approval had to be obtained for any obstruction or diversion of 
boundary waters that would materially affect the natural level or flow of 
these waters.°® Moreover, in giving its approval the Commission had to be 
satisfied that suitable provision was made for the protection and indemnity 
of all interests affected on the other side of the boundary whenever con- 
struction on boundary rivers was permitted.*° Finally, the treaty provided 
for a reference procedure to the Commission by which both governments 
could ask the IJC to investigate and recommend on any matter of differences 
arising between the two countries involving the rights, obligations, or inter- 
ests of either or of the inhabitants of each country along the common 
frontier; it also provided that this kind of reference could be converted 
into an arbitral award binding on both states if both agree that such should 
be the case. The powers of the Commission are therefore partly judicial, 
partly investigative, and partly administrative, with three commissioners 
appointed by each government and with a majority vote apparently sufficient 
for the purposes of the Commission’s decisions. It is now widely recognized 
that the work of the Commission since 1911 has been singularly successful,* 
and but for one or two major unsolved problems—which happily now ap- 
pear closer to solution—on the Columbia in particular,** the remainder of 
the record is a tribute to the Commission’s good judgment and the atmos- 
phere of Canadian-United States cooperation in general. 
It is in this context of over forty years of successful activity that the 







































8™ Boundary Waters Treaty, 1909, art. VIII, in Broomrtetp AND FrrzceRatp, op. cit. 
supra note 1, at 206. 

38 Art. IV. 

8° Art. III. 

4 Art. VIII. 

“1 Arts. IX and X. 

43 BLOOMFIELD AND FITZGERALD, Op. cit. supra note 1, at 60-64. 

48 Cohen, Some Legal and Policy Aspects of the Columbia River Dispute, 36 Can. 
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IJC issued its order of approval to both governments on October 29, 1952,*4 
permitting the Hydro-Electric Power Commission of Ontario and the as 
yet undesignated Power Authority of the State of New York to construct, 
maintain, and operate certain works for the development of power in the 
International Rapids section of the St. Lawrence. The order is a most im- 
portant basis for the present Canadian-United States cooperation in the 
management of both the power and Seaway projects and some of its pro- 
visions deserve to be quoted in full. 


“(a) All interests on either side of the International Boundary which 
are injured by reason of the construction, maintenance and operation of 
the works shall be given suitable and adequate protection and indemnity 
in accordance with the laws in Canada or the Constitution and laws in 
the United States respectively, and in accordance with the requirements 
of Article VIII of the Treaty. 

“(b) The works shall be so planned, located, constructed, maintained 
and operated as not to conflict with or restrain uses of the waters of 
the St. Lawrence River for purposes given preference over uses of water 
for power purposes by the Treaty, namely, uses for domestic and 
sanitary purposes and uses for navigation, including the service of canals 
for the purposes of navigation, and shall be so planned, located, con- 
structed, maintained and operated as to give effect to the provisions of 
this Order. 

“(c) The works shall be constructed, maintained and operated in such 
manner as to safeguard the rights and lawful interests of others engaged 
or to be engaged in the development of power in the St. Lawrence River 
below the International Rapids section. : 

“(d) The works shall be so designed, constructed, maintained and 
operated as to safeguard so far as possible the rights of all interests 
affected by the levels of the St. Lawrence River upstream from the 
Iroquois regulatory structure and by the levels of Lake Ontario and the 
lower Niagara River; and any change in levels resulting from the works | 
which injuriously affects such rights shall be subject to the requirements 
of paragraph (a) relating to protection and indemnification.” 


Some of the language of this order is designed to make clear the pro- 
tection of shore interests that are damaged by the power development; to 
protect the priority of navigation over power; to assure protection for the 
downstream power interests on the lower St. Lawrence; to safeguard cer- 
tain power and navigation interests upstream; and to assure indemnification 
where changing levels affect rights upstream. 

The order, however, was not only concerned with dave general rules. 
It also established new machinery for the management both of the common 
interest during construction of the power project as well as the common 
interest in the problems of flows and levels and their resulting effects both 


Supra note 15. 
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upstream and downstream of the project area. Two new boards therefore 
. were created, the first was the St. Lawrence Joint Board of Engineers, con- 
sisting of an equal number of representatives of Canada and the United 
States as mentioned in the order and subsequently established by the two 
Governments on November 12, 1953.45 The main functions of this Board 
were to coordinate and approve, on behalf of both governments, plans and 
specifications of the power works submitted by the joint builders—the 
Ontario Hydro and the New York Power Authority—and to make certain 
that the works were constructed in accordance with the approval given by 
the IJC. 

The second board, the International St. Lawrence River Board of Con- 
trol, was to be established by the IJC itself and comprise an equal number 
of representatives from the two countries.** Its duties particularly were to 
give effect to the instructions of the Commission issued from time to time 
with respect to the regulation and control of outflows from Lake Ontario 
and of the flows through the International Rapids section. 

There were good reasons for the establishment of two boards rather 
than one, for the power works not only affected but radically changed the 
regime of the St. Lawrence River for a distance of nearly fifty miles. There 
were extensive channel enlargements that involved the removal of the natural 
river control at Galop Rapids and the substitution therefor of an artificial 
control at Iroquois Point. Moreover, power houses, dams and associated 
structures, and highway and railway modifications had to be built. In addi- 
tion there were plans for maintaining 14-foot navigation during the con- 
struction period, for the flooding of substantial areas both in Canada and 
in the United States, together with the associated rehabilitation problem— 
and all of these arrangements had to be coordinated. For these reasons it 
was believed that the plans for these various works, the programmes of 
construction involved, and such supervision as was required to ensure that 
the works approved were constructed as approved, was necessarily the 
common responsibility of the two federal governments and that a special 
body of competent engineers should be set up for this purpose, to be dis- 
banded, however, when the works had been fully constructed and placed 
in operation. This special body, appointed to represent both governments, 
was the St. Lawrence River Joint Board of Engineers. 

On the other hand the International St. Lawrence River Board of Con- 
trol had two quite different tasks. First, it was necessary during the con- 
struction of the power project that there should be an agency responsible 
to the IJC for the development of a method or methods to regulate the 
outflows from Lake Ontario and the flows through the International Rapids 


# [1953] Can. T.S. No..21. 
. *6IjC Directive, Nov. 16, 1953, based on the Order of Approval, IJC Docket 68 
(Oct. 21, 1952). 
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section. But equally important following construction, was the administra- 
tion of the method or methods of regulation finally adopted by the IJC 
and approved by the two governments. There was nothing novel in this 
procedure of establishing such a board of control, for the IJC already had 
a number of these boards reporting to it annually or semi-annually on the 
operations of works authorised by the Commission under the treaty.** 
Returning to the Order of Approval of 1952, condition (i) deals with 
the regulation of Lake Ontario. The matter was later given further con- 
sideration and the order of approval was amended by a supplementary order 
dated July 2, 1956.48 The revised condition (i) is very long and complex 
and need not be quoted here, except to point out that it provides for a set 
of criteria in the operation of the regulating works, designed to reduce the 
wide fluctuations of levels (up to 6.6 feet) that have prevailed on Lake 
Ontario in the past and to maintain a range of mean monthly elevations of 
244 feet (navigation season) to 248 feet. A method of regulation has been 
developed by the International St. Lawrence River Board of Control to 
maintain Lake Ontario levels within this range under the same hydrological 
and meteorological conditions that have occurred during the past century. 
Of course, regulation limits are designed for monthly mean water levels, 
but natural phenomena such as seiches and storms may cause these limits to 
be exceeded for short periods of time. Should Lake Ontario receive supplies 
of water in excess of those of past record, the regulating works will be 


operated to provide all possible relief to riparian owners upstream and down- 
stream. Should the lake receive supplies of water less than those of past 
record, the regulating works will be operated to provide all possible relief 
to navigation and power interests. 


LIABILITY FOR DAMAGES 


Necessarily, the operation of these works may lead to injury both up- 
stream or downstream, e.g., harbour installations, navigation channels, shore 
line residential or commercial property. Of course damage which results 
from changes in levels or flows in their natural states does not give rise to 
liability. However, once the injury is the result of, or is contributed to by, 
an artificial level or flow, then liability for such damage might well arise 
on the part of the agency that is legally the owner of, or in control of, such 
works creating artificial levels and flows. Attention must be drawn, there- 
fore, to the 1951 agreement between the Governments of Canada and On- 
tario, and to the FPC order of 1953 granting a fifty-year license to the Power 
Authority of the State of New York. These instruments are of importance 
in relation to the legal responsibilities of Canada and the United States, and 


#7 BLOOMFIELD AND FITZGERALD, Op. cit. supra note 1, at 50. 
48 Supplementary Order to Order of Approval of Oct. 29, 1952, IJC Dockets 67-68 
(July 2, 1956). 
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of the Province of Ontario and the State of New York (or their respective 
. agencies, the Ontario Hydro and the New York Power Authority), since 
they deal in very specific terms with the various obligations in relation to 
the power project. In the case of the Canada-Ontario Agreement,* the 
following provisions are to be found. 


“Article VI (1) 


Ontario will, to the full extent of its ability, concurrently with 
complementary operations by an appropriate authority in the 
United States of America, construct, maintain and operate the 
works in accordance with the terms of this Agreement, and in that 
respect will carry out and give full force and effect to all or any 
conditions, provisions or orders imposed or made by or under the 
authority of the International Joint Commission or by the Governor 
General in Council of Canada for the protection of navigation or 
to regulate and control the use of the water of the St. Lawrence 
for the works, for the protection of others engaged in the produc- 
tion of power outside the Province of Ontario. . . .” 


“Article V (4) 


Ontario will indemnify and save Canada harmless in respect of all 
claims of third parties in any way arising out of the construction, 
maintenance or operation of the works, it being understood by the 
parties hereto that no damage can so arise west of a line drawn 
due north and south through the most westerly point of Spencer 
Island and it is agreed that this indemnity clause shall not apply to 
any claim for any such damages alleged to have been sustained 
west of the said line.” 


“Article XI (5) 
Canada will indemnify and save Ontario harmless in respect to all 
claims of third parties in any way arising out of the construction, 
maintenance or operation of a deep waterway through the Inter- 
national Rapids Section.” 


The United States Government in its FPC order of 1953 ®° provided the 
following provisions to determine liability as between itself and the Power 
Authority of the State of New York. 


“(A) This license is issued to the Power Authority of the State of 
New York (an agency of the said state) under Section 4(e) of the 
Federal Power Act . . . subject to the terms and conditions of the Act 
which is incorporated by reference as a part of this license. . . .” 


4° Supra note 20. 


50 FPC Order in Opinion No. 255, granting License No. 2000 to Power Authority 
of the State of New York, issued July 15, 1953. 
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Section 10(c) of the Federal Power Act *! reads in part as follows: 


“Each licencee hereunder shall be liable for all damages occasioned 
to the property of others by the construction, maintenance or 
operation of the project works or of the works appurtenant or 
accessory thereto, constructed under the license, and in no event 
shall the United States be liable therefor.” 


It is doubtful, however, whether any third parties in the United States 
or in Canada are bound by these provisions above. At best, they determine 
under certain conditions the liability between Canada and Ontario in case 
of damage resulting from the construction of the power works in the In- 
ternational Rapids section. But procedural and substantive difficulties might 
arise not only because of the question as to who caused the damage but even 
more important because of the problem of suing the “Crown” in Canada. 
A solution to these difficulties might be found in the establishment of a 
claims tribunal for the future disposal of such actions. Considering also 
the very great obstacles in determining whether the damage caused by any 
of the works in the international section resulted from the seaway or power 
aspects of the works, or the even more difficult question as to which of the 
two power entities is to be held responsible—if, indeed, the source of the 
damage could be identified and be made severable as between the Ontario 
Hydro and the New York Power Authority—the use of informal arbitral 
claims methods might be more desirable than subjecting litigants to the 
variety of technical problems which they would encounter in the courts. 


Division oF Costs 


Appendix C(4) of the Order of Approval of 1952 by the IJC provides 
for the allocation of costs between the two power entities constructing the 
power works as follows: 


“All costs of construction, maintenance and operation of the project 
except machinery and equipment in the respective power houses shall 
be borne equally by the two entities.” 5? 


It is interesting to realise that the complex power phase of the project, al- 
though undertaken by separate entities, in fact developed procedures for 
a truly joint effort. Ontario Hydro and the New York Power Authority 
decided that, geographical factors permitting, the work would be equally 
divided. This agreement made it possible for each side to budget for the 
same number of hours of labour and for the same gross expenditures. The 
power house itself was divided in the middle by the international boundary 
line and the Ontario Hydro and the New York Power Authority each built 
its own half; all other concrete structures, including the Long Sault dam 


5149 Srat. 842 (1935), 16 U.S.C. § 803(c) (1952). 


52:Qn sharing of the costs, see dissenting opinion by Commissioner McWhorter, 
IJC Docket 68 (Oct. 21, 1952). 
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and the Iroquois dam, located as they were in the United States, were con- 
~ structed by the New York Power Authority. Dredging costs were divided 
quite evenly, for the international boundary follows a meandering course 
in the river between the two countries. Moreover, a great deal of land had 
to be acquired before the headpond could be flooded, and this flooding in- 
volved approximately 20,000 acres along the north shore on the Canadian 
side of the River and about 18,000 in the United States. There was, how- 
ever, an important difference between the two flooding situations. On the 
United States side the area was sparsely populated, involving only about 200 
farm families and 500 cottage owners. The great task of relocating towns 
and people fell to the Ontario Hydro, for on its side there were eight com- 
munities to be resettled with a population of approximately 6,500. For these 
purposes there were created three new towns, Iroquois, Long Sault, and 
Ingleside, while in Morrisburg, Ontario, the flooding required a new sub- 
division and a business centre to accommodate that portion of the village 
affected. 


THe SEAWAY AUTHORITY AND CORPORATION 


While the development of power was undertaken at the state-provincial 
level, the construction of the Seaway necessarily remained the responsibility 
of the respective federal governments for practical and constitutional reasons, 
and was undertaken by corporations created by both federal governments, 
the St. Lawrence Seaway Authority of Canada and the St. Lawrence Sea- 
way Development Corporation of the United States. The Canadian Seaway 
Authority, established by Parliament in 1951, provided for a president and 
two other members while the United States corporation, created by an 
Act of Congress in 1954, vested its management in a single administrator. 
Despite the failure to provide a treaty unifying the Seaway project, co- 
operation between the two federal governments was able to achieve in a 
large measure what a unified authority would have done. One of the first 
problems, of course, was to coordinate all standards of construction. Broadly 
speaking the standards chosen were those that long had been the subject of 
discussion between the two countries, at least since 1932, and these provided 
for a controlling navigation depth of 27 feet, 30-foot depth over the lock 
sills, and lock dimensions approximately of the same size as those adopted 
by Canada for the Welland Ship Canal. 

When it came to the actual construction of their respective navigation 
works, the Authority and the Corporation have acted quite “independently.” 
Nevertheless, both have had duties apart from their navigation works that 
were very similar in character and the Governments of both countries im- 
posed administrative and financing arrangements quite alike in principle. 
In both cases, for example, the navigation works are to be self-liquidating. 
In both, too, the legislation provides for the establishment of tolls by agree- 
ment between the two countries, although it seems provision is also made 
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for the establishment of tolls unilaterally (by each country separately over 
the sections of the Seaway under its administration).5* Both statutes require 
that navigational rules be prescribed and that operating organisations be 
established. Clearly, from the beginning a high degree of cooperation be- 
tween the Authority and the Corporation was not only desirable but in- 
evitable. 

Of all the outstanding subjects of national and international interest 
in the management of the Seaway the question of tolls was perhaps the 
most widely publicised and debated one. Great pressure was brought to 
bear on the governments of both countries by shipping interests—and 
certainly this is true of Canada—to eliminate tolls altogether.5¢ The argu- 
ment made was to the effect that shipping has been free on the Great 
Lakes and the introduction of a toll system would change the whole 
character and significance of the Seaway both for domestic as well as 
foreign shipping, and it would lead, moreover, to the need to impose 
tolls on the heretofore free access of all ships to the Welland Canal. On 
the other hand, the railway and trucking interests pressed for tolls on the 
grounds that without them the competitive advantage of water-borne 
freight would be excessive to the detriment of land carriers and there is no 
reason why the taxes levied on land carriage should subsidise water-borne 
competition. Moreover, both statutes set forth the theory that determines 
the size of the tolls, for the most significant factor in establishing the 
level of tolls is the capital cost of the Seaway and the time allotted to 
amortise these costs. Both countries have provided that the navigation proj- 
ects must be self-liquidating over a period not exceeding fifty years. The 
United States statute makes it clear that the tolls prescribed shall be calcu- 
lated to cover as nearly as possible all costs of maintaining the works (in- 
cluding interest and depreciation) and “that the rates shall provide, in addi- 
tion, for the Corporation revenues sufficient to amortise the principal of the 
debts and obligations of the Corporation over a period not to exceed fifty 
years.” 55 

Similarly, the Canadian statute requires that “the tolls... shall be... 
designed to provide . . . amounts sufficient to amortise the principal of the 
amount so borrowed over a period not exceeding fifty years.” 5* In view of 
the fact that in the early period toll revenues are likely to be fixed with a 


58 68 Stat. 96 (1954), 33 U.S.C. § 988(a) (Supp. V, 1958); Can. Rev. Stat. c. 242, 
$ 17 (1952). 

4 Craig, Legal Aspects of Toll Fixing on the St. Lawrence Seaway, 38 Cu. B. 
Rec. 351 (1957); Hearings on H.R. 5728 Before the House Committee on Public Works, 
and Hearings on S. 1174 Before the Senate Committee on Foreign Relations, 85th Cong., 
Ist Sess. (1957); Canada, House of Commons Debates, 24th Parl., 1st Sess. 1159, 1382, 
4284 (1958); see note 11 supra. 

55 68 Strat. 97 (1954), 33 U.S.C. § 988 (Supp. V, 1958). 

56 Can. Rev. Stat. c. 242, § 16 (1952). 
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view to attracting Seaway traffic, it is probable that tolls will be set so as 
to have the widest international appeal; and therefore the amortisation 
schedule may not be one providing for equal instalments but rather one 
that sets out a programme that has the prospect of reasonably meeting the 
statutory limit of fifty years. Both statutes also provide for establishing 
tolls by agreement between the two countries. Of course, the Canadian en- 
actment was passed first in 1951 without knowledge as to whether the United 
States would be joining in the Seaway project, and consequently the lan- 
guage of the statute also contemplates an all-Canadian canal with tolls set 
by the Canadian authority.5? At the same time the statute anticipated pos- 
sible United States participation and consequently provided also the estab- 
lishment of tolls by agreement.5® By contrast the United States in its legis- 
lation had in view this joint project with separate construction and there- 
fore the tolls are expected to be based upon agreement with Canada.5® 

Equality of treatment on the Seaway is assured, as between Canada and 
the United States, by treaty.*° Beyond the principle of free and open navi- 
gation and equality of treatment as established by treaty, further general 
principles concerning the establishment of tolls are embodied .in the two 
Seaway acts. The United States statute provides that the tolls “shall be fair 
and equitable,” *' while the Canadian statute states that tolls “shall be fair 
and reasonable.” *? Provision is also made under the Canadian law for com- 
plaints of “unjust discrimination” to be heard.** 

A most important feature of both statutes is their silence on the ques- 
tion of permitting or contemplating tolls that discriminate against vessels of 
foreign registry. Presumably both countries intended the toll system to be 
not only equitable and fair as between themselves but the same for all na- 
tions that would use the Seaway. There would undoubtedly have been the 
most vigorous protests by maritime nations if a discriminatory two-level toll 
system had been adopted favouring Canadian and United States vessels 
against those of other States. 


57 Can. Stats. 1951, c. 24. 

58 Ibid, 

5968 Strat. 96 (1954), 33 U.S.C. § 988(a) (Supp. V, 1958): “The Corporation is 
further authorized and directed to negotiate with the Saint Lawrence Seaway Authority 
of Canada ... an agreement as to . .. the rates of charges or tolls to be levied for the 
use of the Saint Lawrence Seaway.” 

6° Boundary Waters Treaty, 1909, art. I; Treaty of Washington, 1871, art. XXVI; 
Reciprocity Treaty, 1854, art. IV; Webster-Ashburton Treaty, 1842, art. VII; for these 
treaties, see TREATIES AND AGREEMENTS AFFECTING CANADA IN Force Between His 
MAJESTY AND THE UNITED States oF AMERICA 1814-1925; see also citations in BLOOMFIELD 
AND FITZGERALD, Op. cit. supra note 1, at 2-14. 

61 68 Stat. 97 (1954), 33 U.S.C. $ 988(b) (Supp. V, 1958). 

62 Can, Rev. Stat. c. 242, $§ 15, 16 (1952). 

88 Ibid. 
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CONCLUSION 


The Seaway is an engineering triumph for both Canada and the United 
States as well as a great achievement in cooperation without the actual 
“integration” which was contemplated by the 1941 agreement. Indeed, it 
is possible to argue that intensive cooperation by neighbouring states on 
common resources is possible without the establishment of supranational 
or binational agencies where the geographic and physical conditions allow 
separate but cooperating entities to be built on either side of the frontier. 
Certainly the lessons to be learned from this experience may be very impor- 
tant wherever analogous situations arise in the common economic and re- 
source problems of the two countries. Perhaps also the establishment of a 
reasonable toll structure applicable to foreign as well as Canadian-United 
States vessels will tend to compensate for the traditional tendency in Canada 
and the United States to regard the St. Lawrence as a binational river and not 
open as of right to the shipping of the world, although in practice such 
de facto “rights” now seem to be exercised by the world’s merchantmen. 
From every point of view, engineering, economic, and legal, the St. Law- 
rence Seaway and its complementary power development are landmarks in 
the history of Canada and the United States, their common interests and 
frontier, and a high point in the application of man’s creative energy to the 
mastery of untamed resources. 
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Conflict and competition resolved in a common purpose... 


“The absolute identity of purpose and interests between the 
two states, as joint principals, and the Port Authority, as their 
common agent, is the controlling factor in fixing the Port 
Authority’s status in the framework of government.” 


THE PORT AUTHORITY 


BY ROSALEEN C. SKEHAN * 


THE PORT AUTHORITY “shall constitute a body, both corporate and 
politic, with full power and authority to purchase, construct, lease and/or 
operate any terminal or transportation facility” within the Port District. 
So says the Compact of April 30, 1921 by which the States of New York 
and New Jersey created the Port of New York Authority.! 

The framers of the Port Compact were truly pioneers. They used the 
compact clause of the federal constitution ? for the first time in our history 
in the creation of a permanent interstate agency. To meet the Port of New 
York’s particular problems they framed a kind of public corporation, then 
new to this country, which is the prototype of all American Authorities 
including the twenty or more® “port authorities” which have since been 
created by and between the several states. The following review of the 
origin and purpose of the Port of New York Authority, its accomplish- 
ments and problems, may therefore offer some guidance to those who are 
currently called upon to give counsel on the problems of other port areas. 


HistoricaL BACKGROUND 
The Port of New York is an unsurpassed natural harbor. Its land area 


* ROSALEEN C. SKEHAN. Assistant General Counsel of the Port of 
New York Authority. 


1The Compact of 1921, hereinafter called the Port Compact, was authorized by 
N.J. Laws 1921, c. 151, and N.Y. Laws 1921, c. 154, and approved by Pub. Res. 17, 42 
Stat. 174 (1921). The full text is set forth in N.J. Rev. Srat. §§ 32:1-1 to -24 (1937), 
and in N.Y. Unconsor. Laws §§ 6401-23 (McKinney 1953). 

2U.S. Const. art. I, § 10. 

3 Based on the roster of the American Ass’N oF Port AutuoriTies, INc,, 1958 Hanp- 


BOOK. 


53 








54 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


of 1,500 square miles includes over 750 miles of water front along the Hudson 
River and a network of other navigable rivers, wide and deep bays, and 
inlets. It is ideally located to serve transatlantic and coastwise trade and 
as a gateway to the interior. 

Yet for a time in our early history, its people seemed determined to 
waste their greatest natural resource. First they established separate and 
independent political sovereignties, the States of New York and New Jersey, 
on the opposite shores of the Hudson River. Then the two states quarreled 
about ferry rights, navigation franchises, the harbor islands, marine police 
jurisdiction, and about the boundary line between them. 

As the first quarter of the nineteenth century drew to a close, the states 
were “almost on the eve of war.” So the United States Supreme Court 
was solemnly warned during the argument of Gibbons v. Ogden.‘ It will 
be recalled that in that landmark case the Supreme Court held that New 
York’s attempts to give Fulton and Livingston a monopoly of the Hudson 
River steamboat trade collided with the commerce clause of the federal 
constitution. 

War was averted and the boundary dispute was settled by treaty be- 
tween the two states in 1834.5 For the next eighty years the port, like 
Topsy, just grew. Maritime commerce, stimulated by the traffic on the 
Erie Canal, concentrated on the New York side. There the City of New 
York, reclaiming its water front from private interests, spent large sums of 
money in the construction of piers, bulkheads, and marine terminal facilities. 
The trunk line railroads, attracted by the port area’s rapidly expanding com- 
merce, came to share in the traffic. Most of them located their terminals 
on the New Jersey side of the harbor, and developed extensive carfloat, 
lighter, and ferry service to the New York City piers. 

The spirit was one of competition. The result was confusion and con- 
gestion in the port and friction among its multitude of independent 
municipalities and between the two states. 


The New York Harbor Case 


Formal declaration of commercial war came in 1916 in the form of the 
complaint to the Interstate Commerce Commission in the New York Harbor 
Case. New Jersey interests charged that they were being discriminated 
against because railroad freight rates were uniform to all parts of the harbor 
and failed to accord them the natural advantages of their location on the 
west shore of the Hudson. The complaint was directed against the rail- 
roads, but the State of New York, the City of New York, and the Chamber 


#22 U.S. (9 Wheat.) 1, 67 (1824). 

5N.J. Laws 1834, at 118; N.Y. Laws 1834, c. 8. Consented to by Congress, 4 Srar. 
708 (1834). 

®1.C.C. Docket No. 8994 (1916). 
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of Commerce of the State of New York intervened in the proceedings. The 
. case was hard fought and voluminous testimony was presented on the issues 
of costs and practices raised by the complaint. 

A young lawyer, Julius Henry Cohen, had been retained to represent 
the Chamber of Commerce and was also designated as ad hoc counsel to 
the State of New York. Mr. Cohen saw the case as something more than an 
adversary proceeding over a rate issue. He warned that to grant the rate 
differential in favor of New Jersey would break up the natural harbor into 
two ports and rob both sides of the advantages of their common heritage. 

The case was argued before the ICC in early 1917. Its importance was 
brought home to the public by the increasingly obvious and manifestly 
dangerous inability of the port area to meet the demands which World 
War I movements of men and materials were making upon its port facilities. 
It was no time for narrow sectionalism, and leaders in the two states came 
forward to deal with the problem in its broad aspects. 


The New York-New Jersey Port and Harbor Development Commission 


While the rate question was still pending before the ICC, the two states 
established separate commissions and charged them with jointly studying 
and recommending a solution to the problem of the port as a whole.” Though 
legally independent, the two commissions organized as a single body known 
as the New York-New Jersey Port and Harbor Development Commission. 


Julius Henry Cohen was appointed counsel. 

At the threshold of its formidable task, the Commission was encouraged 
and guided by the decision of the Interstate Commerce Commission in the 
New York Harbor Case denying the port-splitting rate differential applica- 
tion. The decision noted that “historically, geographically, and com- 
mercially New York and the industrial district in the northern part of the 
State of New Jersey constitute a single community” and urged coopera- 
tion in the development of the port.® 

It was obvious from the history of the port that neither private interests 
nor the existing forms of governmental organization were in a position to 
carry out a program for development of the port as a whole. A formal 
partnership and a continuing agency to effectuate its purposes were needed 
to overcome the problem of dual political sovereignty and to assure con- 
tinuance of the prevailing spirit of cooperation. The legal foundation for 
the creation of such a permanent interstate agency was found in the Treaty 
of 1834,1° 

That treaty between New York and New Jersey, with the consent of 


™N.J. Laws 1917, c. 130; N.Y. Laws 1917, c. 426. 
8 47 I.C.C. 643, 722 (1917). 

97d. at 739. 

10 See note 5 supra. 
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Congress, fixed the boundary line between them at the center of the Hudson 
River and the Bay. But it expressly gave New York exclusive jurisdiction 
over all the waters of the river and the bay including those within the 
sovereignty of New Jersey.1! 

The Commission concluded that the unified development of the port 
could be further insured by a congressionally-approved compact between 
the two states, similarly preserving their respective sovereignties but creat- 
ing a permanent new public agency to exercise their jurisdiction and 
powers with respect to development of the port in their joint and common 
interest.!? 


Tue Port Compacr 


The compact between the States of New York and New Jersey creating 
The Port of New York Authority was signed April 30, 1921 and approved 
by the Congress of the United States.1* The compact speaks for itself. The 
preamble summarizes the problem: 


“[T]he commerce of the port of New York has greatly developed 
and increased and the territory in and around the port has become 
commercially one center or district. . . . The future development of 
such [port] terminal, transportation and other facilities of commerce 
will require the expenditure of large sums of money and the cordial 
co-operation of the states of New York and New Jersey in the en- 


couragement of the investment of capital, and in the formulation and 
execution of the necessary physical plans;” 


and the solution: 


“Such result can best be accomplished through the co-operation of 
the two states by and through a joint or common agency.” 


The compact then amends and supplements the Treaty of 1834 and the 
two states “agree to and pledge, each to the other, faithful co-operation in 
the future planning and development of the port of New York, holding in 
high trust for the benefit of the nation the special blessings and natural 
advantages thereof.” 

Article II creates the “Port of New York District” and describes it 
precisely, by metes and bounds. The District comprises, roughly, the por- 
tion of New York and New Jersey within a radius of about twenty-five 
miles of the statue of Liberty. The compact then creates the “Port of New 
York Authority” 1* and provides that it “shall constitute a body, both 


11 See Central R.R. v. Jersey City, 70 N.J.L. 81, 56 Atl. 239 (1903), for a discussion 
of the treaty’s interesting distinction between “sovereignty” and “jurisdiction.” 

12 New York, New Jersey Port anp Harsor DevELopMENT CoMmM’N, JoINT REPORT 
Witu CoMPREHENSIVE PLAN AND RECOMMENDATIONS (1920). 

13 See note 1 supra. 

14 Port Compact, art. III. 
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corporate and politic, with full power and authority to purchase, construct, 
~ lease, and/or operate any terminal or transportation facility within said 
district; and to make charges for the use thereof; and for any of such pur- 
poses to own, hold, lease and/or operate real or personal property, to borrow 
money and secure the same by bonds or by mortgages upon any property 
held or to be held by it.” #5 “Terminal facility” and “transportation facility” 
are defined in the broadest possible terms.1® 

In addition, the Port Authority is authorized to make recommendations 
to the two states or to the Congress for the better conduct of the port’s 
commerce and the improvement of port facilities; to petition any other 
public body with respect to such matters; to intervene in any proceeding 
affecting the commerce of the port; to make rules and regulations for the 
improvement of the conduct of navigation and commerce, subject to 
the concurrence of the legislatures of the two states and the exercise of the 
power of Congress; and to submit plans for the development of the port 
district. 

Each state reserved the right to withdraw from the Port Compact 
unless a comprehensive plan for the development of the port was adopted 
by the legislatures by July 1, 1923.17 The preparation of a comprehensive 
plan of port development became, therefore, the first order of business for 
the new Authority. Such a plan, embodying the results of four years of 
study by the Port and Harbor Development Commission, was submitted 
in 1922 and adopted by the two states as a part of the compact.!® The Port 
Authority was directed to proceed with the development of the port “as 
rapidly as may be economically practicable” and the two states vested the 
Port Authority “with all necessary and appropriate powers not inconsistent 
with the Constitution of the United States, or of either state, to effectuate 
the same, except the power to levy taxes or assessments.” 1® 

Not only was the power of taxation specifically withheld but the Port 
Authority was forbidden “to pledge the credit of either state or to impose 
any obligation upon either state, or upon any municipality.” 2° Municipal- 
ities within the Port District were authorized to cooperate in the effectua- 
tion of the port development plan and the Port Authority was obligated 
to give municipal officials advice, suggestions, and assistance on port and 
harbor improvements.?! But the compact expressly provides that nothing 
in the agreement between the two states shall impair “the powers of any 


18 Jd. art. VI. 

16 Jd, art. XXTI. 

17 Jd. art. XXI. 

18N.J. Laws 1922, c. 9; N.Y. Laws 1922, c. 43. 
19 Jd. § 8. 

2 Ibid. 
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municipality to develop or improve port and terminal facilities” 2? and that 
no property of either state or of any municipality may be acquired by the 
Port Authority except with the consent of the state or municipal owner.” 

The Port Compact and Comprehensive Plan have been supplemented 
from time to time by concurrent acts of the two legislatures to facilitate 
the financing and effectuation of specific Port Authority projects or to 
direct it toward some particular objective.2# For example, in 1947 the two 
states, declaring the problem of furnishing proper and adequate air terminal 
facilities within the Port District to be a regional and interstate problem, 
authorized the Port Authority to undertake a unified public air terminal 
development program.”> However, the basic concept of the creators of the 
first American Authority has never been altered. 


Tue Port or New York AUTHORITY 


This, then, is the Port Authority—a body corporate and politic; charged 
with effectuating a bistate port development program in the interests of 
the people of the two states and of the nation; armed with broad powers 
to acquire, construct, and operate port terminal and transportation facilities; 
authorized to borrow money, issue bonds, and charge for the use of its 
facilities; but without capital, without taxing power, and without recourse 
to the credit of either of the states or of any of the municipalities whose 
jurisdiction over their own port facilities was warily preserved. At least, 
this is what the Port Authority is in the abstract. 


Board of Commissioners 


The answer to what, or more accurately, who the Port Authority 
actually is, is plainly stated in the Port Compact: “The port authority shall 
consist of twelve commissioners.” 26 Six must be resident voters from the 
State of New York, at least four of whom shall be resident voters of the 
City of New York, and six resident voters from the State of New Jersey, 
at least four of whom shall be resident voters within the New Jersey portion 
of the Port District. The law in each state 2” vests power of appointment 
in the Governor with the advice and consent of the state Senate. Appoint- 


22 Port Compact, art. IX. 

33 Td. art. VI. 

24 New Jersey statutes constituting amendments and supplements to the Port Com- 
pact can be found in N.J. Rev. Strat. §§ 32:1-25 to -174 (Supp. 1937-57); other New 
Jersey statutes relating to the Port Authority are contained in N.J. Rev. Stat. §§ 32:2-1 
to -36 (1937). Most of the New York laws relating to the Port Authority are contained 
in N.Y. Unconsor. Laws §§ 6401-6700 (McKinney 1953). 

35.N.J. Rev. Srat. § 32:1-35.1 (Supp. 1947); N.Y. Unconsot. Laws § 6601 (Mc- 
Kinney 1953). 

26 Port Compact, art. IV. 

27N.J. Rev. Star. §§ 32:2-2 to -5 (1937); N.Y. Unconsor. Laws $ 6405 (McKinney 
1953). 
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ments are for a six-year term. The terms are staggered so that there is 
> one expiring term each year in each state. 

Under Article V of the Port Compact, “the Commissioners shall, for 
the purpose of doing business, constitute a board and may adopt suitable by- 
laws for its management.” No action of the Port Authority is binding unless 
taken at a meeting at which at least three of the members from each state 
are present and unless a majority, but in any event at least three, of the 
members present from each state have voted in its favor.28 The minutes of 
each meeting of the Board must be transmitted promptly to the Governors, 
each of whom has a veto power over the actions of the Commissioners from 
his state.?® 

The Commissioners receive no salaries or compensation whatsoever. 
The office of Commissioner of the Port of New York Authority has uni- 
formly attracted men of distinction in public life, business, and the profes- 
sions who find their compensation in the satisfaction of contributing im- 
portant public service. Traditionally, the Governors have appointed and 
re-appointed Commissioners without regard to political affiliation. New 
York’s Governor Alfred E. Smith, who, during his first term as Governor, 
played a leading part in the creation of the Port Authority, was appointed 
to its Board of Commissioners by his Republican successor, Nathan L. Miller. 
Howard S. Cullman, the present Honorary Chairman of the Board of Com- 
missioners, has served on the Port Authority Board since 1933; Vice Chair- 
man Eugene F. Moran is in his eighteenth year of Port Authority service. 


Staff 


Continuity of management of the Port Authority is further assured 
by the Compact provision authorizing the Board of Commissioners to ap- 
point such officers and employees as the Port Authority may require for 
the performance of its duties and to determine their qualifications.*° The 
Commissioners have exercised this power to create in the Port Authority a 
career staff selected, compensated, and promoted solely on the basis of 
ability and merit. 

The Commissioners function much as a corporate board of directors, 
meeting regularly at least once a month to determine policy questions and 
to direct and review the activities of the staff. Executive Director Austin J. 
Tobin, who is in charge of the day-to-day work of the Port Authority, 
joined the organization as a law clerk in 1927. Julius Henry Cohen served 
as General Counsel for the first twenty-one years of the Port Authority’s 
existence. The present General Counsel, Sidney Goldstein, has been with 


28 Port Compact, art. XVI. 

29N.J. Rev. Strat. $§ 32:2-6 to -9 (1937); N.Y. Laws 1927, c. 700. The veto power 
has only been exercised about a half-dozen times in the entire history of the Port 
Authority. 

80 Port Compact, art. XIV. 
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the Authority for twenty-five years. General Counsel serves, pursuant to 
the bylaws, as legal adviser of the Commissioners as well as of the staff. 


Record of Accomplishment 


As has already been noted, the Port Authority was launched without 
capital, without credit, and without the power to tax. The two states 
undertook, initially, to defray the Authority’s administrative expenses but 
left it to their infant agency to devise means of raising the “large sums of 
money” which the compact recognized would be required to carry out 
the port improvement program. 

In the thirty-eight years of its existence, the Port Authority has 
financed, acquired, built, or leased public terminal and transportation fa- 
cilities in the Port of New York District representing a cumulative Port 
Authority investment of over $800,000,000. The funds for their construc- 
tion have been borrowed by the Port Authority on its own credit and 
they are being operated and paid for on a self-supporting basis. 


Bridges and Tunnels 


These facilities include six interstate bridges and tunnels which con- 
tribute to the unification of the port by overcoming the natural water 
barriers between its various sectors. They are the Lincoln and Holland *4 
Tunnels and the George Washington Bridge, which cross the Hudson River 
to link Manhattan with New Jersey, and the Goethals and Bayonne Bridges 
and Outerbridge Crossing, which link New York’s Staten Island with the 
New Jersey mainland. 


Marine Terminals 


The Port Authority presently operates five marine terminal facilities 
which together comprise about 40 per cent of the operable deep-water 
general cargo piers in the Port of New York. Port Newark is being com- 
pletely redeveloped at Port Authority expense under a 1948 lease arrange- 
ment with its owner, the City of Newark, which guarantees the city a 
minimum annual rental and a share of the net revenues. Under a similar 
lease agreement with the City of Hoboken, the Hoboken-Port Authority 
Piers project has transformed this once deteriorating sector of the harbor 
into one of its best, most modern marine terminal areas, without cost to 
the general taxpayer. Condemnation proceedings are now in progress for 
the reclamation of about 460 acres of unused marshland along Newark Bay 
in Elizabeth, New Jersey, for development as a Port Authority marine 
terminal facility. 

On the New York side, the Port Authority operates a modern grain 
terminal and connecting pier which were turned over to it for redevelop- 


81 The Holland Tunnel was constructed by separate commissions of the two states 
but turned over to the Port Authority for integration in the interstate system of ve- 
hicular crossings in 1931. 
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ment by the State of New York in 1944. Well under way is an $85,000,000 
~ project for the complete rebuilding of a prime two-mile sector of the 
Brooklyn water front purchased by the Port Authority from a private 
owner who could not raise the large sums necessary to replace its obsolete 
piers with modern marine terminal facilities. Within the past year the 
Port Authority acquired from private interests another important but 
deteriorating sector of the Brooklyn water front, on Erie Basin, for re- 
development as a modern marine terminal. 


Air Terminals 


Pursuant to the policy agreed upon between the two states in 1947, 
the Port Authority has assumed responsibility for the financing, develop- 
ment, and operation of the public air terminals in the Port District on a 
unified and regional basis. Newark Airport is leased from the City of 
Newark and LaGuardia and New York International Airports are leased 
from the City of New York under agreements which require the Port 
Authority to relieve the cities completely of the burden of providing the 
large sums required for modern air terminal facilities and to pay the cities 
a guaranteed annual rental and a share of the airport net revenues. The 
Port Authority owns and operates Teterboro Airport and has a public 
heliport on the North River in Manhattan. 


Inland Terminals 


Its first terminal was constructed by the Port Authority in 1932 as a 
consolidating and distributing center for less-than-carload rail freight. The 
story of the frustration of the Port Authority’s attempts to do more toward 
effectuating the program of railroad terminal unification contemplated in 
the Comprehensive Plan is fully told in a thoughtful study of the Port of 
New York Authority by Professor Erwin W. Bard.” 

The Port Authority’s Newark and New York Union Motor Truck 
Terminals serve as centers for consolidating the local metropolitan opera- 
tions of their over-the-road carriers, thus eliminating duplication in pick-up 
and delivery activities and contributing substantially to the alleviation of 
traffic congestion. 

The Port Authority Bus Terminal, a “Grand Central Station” for buses, 
is in the midtown area of Manhattan and connected directly by overhead 
ramps with the Lincoln Tunnel. This terminal was built at the request of 
the City of New York to relieve the congested Manhattan streets of the 
burden of intercity bus traffic. 


Port Protection and Promotion 


No less important than these physical properties to the economic well- 
being of the people of the Port District are the Port Authority’s port pro- 


32 Barp, THe Port or New York AvuTHority 63-173 (1942). 
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tection and promotion activities. This work is carried on by the Port Au- 
thority in the interests of the port as a whole at a cost of about a million 
dollars a year. It includes not only representation of the interests of the 
port before federal regulatory and administrative agencies but also an ac- 
tive trade development program with regional offices strategically located 
in cargo-generating centers throughout this country, in Europe, Latin 
America, and the Caribbean area. 

As for the future, the Port Authority is committed to a $700,000,000 
program of capital construction over the next five years. The program 
includes the construction of a second deck of the George Washington 
Bridge and financing and construction of a new bridge across the Narrows 
of New York Harbor to connect Staten Island with Brooklyn, as well as 
marine and air terminal improvement projects. 

These port terminal and transportation facilities constitute the physical 
record of fulfillment by the Port Authority of the states’ mandate to pro- 
ceed as rapidly as economically practicable with the port improvement 


program. 


Building a Credit Base 


As has been noted, the two states directed the Port Authority to finance 
their port program without levying taxes and without pledging their credit. 
However, they did authorize the Port Authority to borrow money, to 


issue bonds, and to make charges for the use of its properties. This meant 
that the Port Authority could finance a port improvement project if it 
could borrow the money to meet the capital costs. But it could only 
borrow the money if it could convince prospective investors that the 
charges for the use of the project would produce sufficient revenues to 
repay their investment with interest. 

The Port Authority therefore built its credit base on the concept of 
self-support because the states created it to be a self-supporting agency. 
In 1931 the two states authorized the Port Authority to pool surplus revenues 
in a General Reserve Fund to provide protection for its bonds collectively.** 
They have adopted other measures to facilitate the financing of Port Au- 
thority projects, such as covenanting with bondholders not to impair the 
Port Authority’s ability to collect tolls on its interstate crossings and not to 
authorize competing crossings.*4 

The inherent concept of self-support has, however, never been altered. 
The Port Authority’s credit is today strong enough and sound enough 
to support the tremendous program of self-supporting port improvements 
to which it is committed on behalf of the two states. 


83.N.J. Rev. Srat. §§ 32:1-141 to -143 (1937); N.Y. Unconsor. Laws §§ 6681-83 
(McKinney 1953). 

%*N.J. Rev. Srat. § 32:1-129 (1937); N.Y. Unconsor. Laws § 6482 (McKinney 
1953). 
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Today, if “Authority” is not quite a word of art, it is certainly a 
recognized generic term for a familiar form of governmental unit. In 1921 
when the two states named their new port agency an “Authority,” they 
invoked no established legal concepts and gave the new agency no fixed 
status in the existing framework of government.*® Established patterns of 
law and this new type of public agency had to be fitted and adjusted to 
each other. 

Even so seemingly elemental a question as whether the Port Authority 
could be sued was not free from doubt. Until 1938 it was assumed without 
question that this “body corporate and politic” was subject to suit just as 
any other corporate body, despite the absence of the stereotype power “to 
sue and be sued.” A New York City Municipal Court Justice’s request for 
a memorandum in support of the court’s jurisdiction impelled research that 
led to the conclusion that, since the two sovereign states had not expressly 
consented to suits against their joint governmental agency, it could not be 
sued.% 

The most troublesome general problem was that of fixing the status of 
the Port Authority in the existing framework of government. Frequently, 
these questions revolved around the taxing power. Of critical importance 
was the question whether interest on Port Authority bonds could be sub- 
jected to federal income tax. Obviously, if the interest on Port Authority 
bonds were to be subjected to a tax from which the interest on the obliga- 
tions of the states and municipalities were immune, the Port Authority’s 
borrowing power would be critically impaired and the wisdom of choosing 
it as the state’s instrumentality to finance their port development program 
would be in grave question. The decision in the Shamberg case,** holding 
that the Port Authority is “a state agency” whose bonds are obligations of a 
political subdivision, issued “on behalf of the state” and that interest on Port 
Authority bonds is accordingly exempt from federal income tax was, there- 
fore, a landmark case for the Port Authority. 

It was also a question of tax exemption which gave the highest court 
of New York its first occasion to pass upon the status of the Port Authority. 
In Bush Terminal Co. v. City of New York,3* the court of appeals, recogniz- 
ing the Port Authority as a joint agency of the two states to carry out their 


85 According to Mr. Julius Henry Cohen, the new agency was simply “named after” 
the Port of London Authority, with which the bistate Port and Harbor Development 
Commission was familiar from its port studies. 

86 A good statement of the reasons for this conclusion, and citation of some of the 
many decisions to this effect, can be found in Howell v. Port of New York Authority, 
34 F. Supp. 797 (D.N.J. 1940). In 1951 the two states agreed to suits against the Port 
Authority. 

87 Commissioner v. Shamberg, 144 F.2d 998, 1006 (2d Cir. 1944), cert. denied, 323 
US. 792, 65 Sup. Ct. 433 (1944). 

38 282 N.Y. 306, 26 N.E.2d 269 (1940). 
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public purposes, upheld an agreement between the city and the Port Au- 
thority under which the city would exempt the Port Authority’s first inland 
terminal from real estate tax and the Port Authority would hold the city 
harmless from loss of the taxes previously received thereon.®® 

As the direct governmental agency of the two states engaged in the 
performance of governmental functions, the Port Authority has also been 
held not to be subject to municipal ordinances and regulations *° or to such 
general state laws as emergency rent controls.* 

Space limitations preclude more extended review of the legal problems 
encountered by the first Port Authority. The solution to each, as it arose, 
has been found within the accepted patterns of law, in light of the basic 
concept of the Port Authority as the chosen instrumentality of two states 
for the development of their common natural heritage in the interests of 
the people of both states without burdening them with the cost. The 
absolute identity of purpose and interest between the two states, as joint 
principals, and the Port Authority, as their common agent, is the controlling 
factor in fixing the Port Authority’s status in the framework of government. 


CONCLUSION 


The Port of New York Authority was created after years of thorough 
study of the legal, financial, and physical problems peculiar to the Port of 
New York. Its purpose was fixed, its duties clearly prescribed, and its grant 


of powers tailored to its assigned responsibilities. 

The large number of Authorities created in the comparatively short 
period since 1921 has been said to be a tribute to the success of the proto- 
type.*? A word of caution may be in order. A Port Authority is no panacea 
for port problems. But if the jurisdiction or resources of existing units of 
government preclude their adequate development of a particular port area, 
if private capital is unable or unwilling, and if the required program is 
capable of self-support, then “the Port Authority” technique can well be 
invoked to serve the public interest. 


891In 1931 the two states authorized the Port Authority, in its discretion, to make 
such in lieu of tax payments on marine and inland terminal property, limited to the 
amount received as taxes by the municipality immediately prior to Port Authority 
acquisition. See N.J. Rev. Stat. § 32:1-144 (1937); N.Y. Unconsor. Laws § 6551 (Mc- 
Kinney 1953). 

49 Port of New York Authority v. Weehawken, 27 N.J. Super. 328, 99 A.2d 377 
(1953), rev’d on other grounds, 14 N.J. 560, 103 A.2d 603 (1954). See also Rivne, 
Municipat Law § 12-9 (1957). 

41 Port of New York Authority v. Linde Paper Co., 205 N.Y. Misc. 110 (Mun. Ct. 
1953). 

42 The 1938 New York State Constitutional Convention Committee observed, “So 
successful has been [the Port of New York Authority’s] work in the construction and 
operation of terminal and transportation facilities within the port district that a pattern 
was set up in this state and other states.” Report oF THE N.Y. ConsTITUTIONAL CONVEN- 
TION Comm. (vol. XI) 240 (1938). 





Out of the New York experience... 


“There is no industry to which healthy labor conditions are 
more important than the shipping industry. ... The men who 
work along the water front are indispensable to a port’s busi- 
ness, and their efficiency, health, and collective ability as a 
working force constitute a prime factor in the future of a 
port.” 


WATER-FRONT LABOR 


BY MICHAEL J. MURPHY * 


THE ST. LAWRENCE SEAWAY brings the Atlantic Ocean to the heart- 
land of America and it promises to transform the lake ports of the Midwest 
into major international seaports. With this transformation, problems con- 
cerning water-front labor will become a major subject in the Midwest. The 
best pier facilities and the most modern loading and unloading methods and 
machines are useless unless there are competent, willing, and honest men 
to operate and work them—men who are free from domination by hood- 
lums, gangsters, and corrupt labor leaders. 

The responsible governmental, industry, and labor officials in the lake 
ports have a golden opportunity to profit by the mistakes, trials, and prob- 
lems of others similarly situated in the older ports and to study the measures 
taken to rectify the errors of the past. A review of the conditions of labor 
in New York Harbor during the past decade and the present situation and 
legal problems arising out of governmental regulation in the port by a 
bistate regulatory and law enforcement agency, the Waterfront Commission 
of New York Harbor, should be beneficial to students of water-front prob- 
lems and to those responsible for the proper functioning of the port. 

There is no industry to which healthy and orderly labor conditions are 
more important than the shipping industry. A ship is expensive. So is a 
pier, whether owned or leased. The ship and the pier and other dock costs 
represent high and continuing fixed charges. A ship earns money only when 
it is carrying cargo, and not when it is docked. Consequently, it is an eco- 


* MICHAEL J. MURPHY. Chief of Staff, New York City Police Depart- 
ment; formerly Executive Director, Waterfront Commission of New 
York Harbor. 
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nomic imperative that dockage time be cut to a minimum. It is estimated 
that a day’s delay in the turn-around time of an ordinary freighter in the 
port of New York may cost the owner as much as $5,000. 

Dockage time, however, cannot be cut to a minimum if unhealthy con- 
ditions exist with respect to the labor force that is responsible for the loading 
and unloading of ships. The men who work along the water front are in- 
dispensable to a port’s business, and their efficiency, health, and collective 
ability as a working force constitute a prime factor in the future of a port. 


EconoMic IMPORTANCE OF THE Port oF NEw York 


Geographically, the port of New York is spread out over more than 
600 miles of shore line embracing a 1,500 square mile area lying within a 
radius of about 25 miles of the Statue of Liberty in metropolitan New York 
and northern New Jersey. In this area live about 13,000,000 people, almost 
a tenth of the population of the United States. One out of every ten of 
these people earns his livelihood in connection with the business of the port. 
It has been estimated that one out of every four of these 13,000,000 people 
works at a job directly or indirectly deriving income from the port’s business. 

The port is America’s primary gateway and the most valuable natural 
asset of the states of New York and New Jersey. It is benefited by com- 
panion transportation facilities including an inland waterway, thruway, 
arterial highways, railroads, and airports. Together, these water, land, and 
air facilities form the major crossroads of world transportation. As a con- 
sequence, the port of New York is the leading manufacturing, processing, 
distributing, and consuming center in the country. 


Tue Evit Conpitions THAT EXISTED IN THE Port oF New York 


For decades, various public agencies of both New York and New 
Jersey had conducted investigations into the conditions existing on the 
New York water front.! These investigations were brought about by the 
open and notorious conditions along the water front, the concentration of 
criminals in iron-fisted control of the labor force, the killings and beatings 
to “enforce” this control, and the apparent inability or unwillingness of the 
industry to clean its own house. Finally, in 1951 and 1952, there were cul- 
minating investigations by the New York State Crime Commission and the 


1 Mayor’s COMMITTEE ON UNEMPLOYMENT, REPORT ON Dock EMPLOYMENT IN NEW 
Yorx City AND RECOMMENDATIONS FoR ITs REGULARIZATION (1916); Report Proposed by 
Hearing Examiner of the Interstate Commerce Commission in Constructive and off- 
track R.R. Freight Stations on Manhattan Island, N.Y., ICC Docket No. 19715, and 
I. & S. 3100 (1928); Report or Joint LEcIsLaTive COMMITTEE ON UNEMPLOYMENT, N.Y. 
State Lec. Doc. No. 69 (1932); REPorT oF THE Districr ATTORNEY, New York County 
(1946-48); Boarp or INQuIRY oN LoNncsHorE INDUsTRY Work SroppacE, FINAL REPORT TO 
THE INDUSTRIAL COMMISSIONER, STATE OF NEw York (1952); Presentment by the Hudson 
County Grand Jury, 1950 Term, 3d Session, Superior Court of New Jersey, December 
5, 1952. 
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New Jersey Law Enforcement Council, which joined forces to investigate 
these conditions.” 

The Crime Commission concluded that the port of New York was 
losing its competitive position as a shipping center because of the criminal 
conditions on the water front. —The Crime Commission’s report told the 
story of: (1) the unhealthy conditions in the steamship and stevedoring 
industry; (2) the dishonest leadership in the International Longshoremen’s 
Association (ILA) and its component locals, and the flagrant disregard by 
union officials for the welfare of their employees; (3) corrupt labor leaders 
engaging in incompatible enterprises; (4) the antiquated shape-up method 
of hiring dock workers, and the forcing of undesirable hiring foremen on 
the employers; (5) the public loading racket; and (6) the ineffectiveness 
of the port watchmen.* 

The record of the public hearings by the Crime Commission and its 
report were submitted to the New York Legislature with the Waterfront 
Commission Act. The act was thereupon promptly passed in New York 
on June 25, 1953,5 and in New Jersey, on June 30, 1953.8 

Since part I of the act involved a compact between the two states, a 
bill for congressional approval of the Compact was introduced. The com- 
pact was approved by Congress on July 30, 1953, and signed by President 
Eisenhower on August 12, 1953.7 

The Waterfront Commission Compact embodies a series of remedial 
measures designed to eliminate water-front evils, including the creation of a 
bistate regulatory body, the Waterfront Commission of New York Harbor; 
the licensing of pier superintendents, hiring agents, and port watchmen; the 
outlawing of public loading; the registration of longshoremen; the elimina- 
tion of the shape-up through the establishment of employment information 
centers for the hiring of longshoremen; and the regularization of their em- 
ployment through elimination from the register of excess casual labor. 

In addition to the provisions of the Waterfront Commission Compact, 
section 8 of the Waterfront Commission Act, which has the status of an 
individual state statute, prohibits anyone from collecting dues for a water- 
front union having officers or agents who are felons.’ 


2FourtH REporT OF THE NEw York STATE CriMeE Commission, N.Y. State Lec. 
Doc. No. 70 (1953); Report or THE NEw Jersey Law ENnForcEMENT CounciL (1953). 

3FourtH REporT oF THE NEw York State Crime Commission, N.Y. State Lec. 
Doc, No. 70, at 7-9 (1953). 

* Ibid. passim. 

5N.Y. Laws 1953, c. 882; N.Y. Unconsor. Laws §§ 6700-aa to -zz (McKinney 
Supp. 1958). 

6N.J. Laws 1953, c. 202; N.J. Stat. ANN. §§ 32:23-2 to -108 (Supp. 1958). 

767 Srat. 541 (1953). 

8N.Y. Unconsot. Laws § 6700-ww (McKinney Supp. 1958); N.J. Srat. ANN. 
$ 32:23-80 (Supp. 1958). 
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Tue WarTeRFRONT CoMMISSION OF NEw York Harsor 


The Waterfront Commission Compact created a bistate agency, the 
Waterfront Commission of New York Harbor, to administer and enforce 
the provisions of the compact. The Commission consists of two members 
appointed for fixed terms by the Governors of New York and New Jersey, 
respectively, with the advice and consent of their respective state senates.® 

The Waterfront Commission is vested with broad statutory powers. 
It has, inter alia, the power “to sue and be sued”; “to make and enforce such 
rules and regulations as the commission may deem necessary to effectuate 
the purposes of this compact or to prevent the circumvention or evasion 
thereof”; “to administer oaths and issue subpoenas throughout both states 
to compel the attendance of witnesses and the giving of testimony and the 
production of other evidence”; “to have . . . full and free access, ingress 
and egress to and from all vessels, piers and other waterfront terminals or 
other places in the port of New York district for the purposes of making 
inspections or enforcing the provisions of this compact”; “to make investiga- 
tions, collect and compile information concerning waterfront practices gen- 
erally in the port of New York district and upon all matters relating to the 
accomplishment of the objectives of this compact”; and “to make annual and 
other reports [and recommendations] to the governors and legislatures of 
both states.” 2° 

Financing the Commission involves no tax upon the general public. 
Rather, the Commission’s revenues are derived from an assessment upon 
employers (generally the steamship companies and stevedores) of persons 
registered and licensed under the Waterfront Commission Compact, com- 
puted upon the gross payroll payments made by such employers to the 
registered or licensed personnel.!1 This assessment is in lieu of any registra- 
tion or license fees.!2 Under the act, the Commission may fix the rate of 
assessment at a maximum of 2 per cent of the employers’ payroll.1* The 
rate of assessment, which was 2 per cent on July 1, 1954, has been gradually 
reduced and on October 1, 1956, the present rate of 1% per cent was fixed. 

The Commission has a total staff of approximately 260 people. It oper- 
ates a headquarters office and thirteen employment information centers 


®N.Y. Unconsor. Laws § 6700-cc (McKinney Supp. 1958); N.J. Srat. ANN. 
§ 32:23-8 (Supp. 1958). 

10N.Y. Unconsor. Laws § 6700-dd (McKinney Supp. 1958); N.J. Srat. ANN. 
§ 32:23-10 (Supp. 1958). 

11.N.Y. Unconsot, Laws § 6700-mm (McKinney Supp. 1958); N.J. Stat. ANN. 
§ 32:23-58 (Supp. 1958). 

12.N.Y. Unconsor. Laws $ 6700-mm (McKinney Supp. 1958); N.J. Srat. ANN. 
§$ 32:23-61 (Supp. 1958). 

18.N.Y. Unconsot. Laws § 6700-mm (McKinney Supp. 1958); N.J. Srat. ANN. 
§ 32:23-58 (Supp. 1958). 
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throughout the port. A legal staff of approximately twenty lawyers has 
been recruited from among law school graduates without regard to political 
affiliation. Approximately fifty experienced investigators, many of whom are 
also lawyers, conduct the field work of the Commission and are the eyes and 
ears of its regulatory and enforcement activities. 


Tue Atrack Upon CoNnsTITUTIONALITY 


Immediately upon enactment of the Waterfront Commission Act, in- 
junction suits were instituted before statutory three-judge federal district 
courts challenging the constitutional validity of various provisions of the 
act. The first constitutional attack, Lineham v. Waterfront Comm'n of New 
York Harbor,'* was instituted by the President and Secretary-Treasurer of 
an ILA local on behalf of themselves and all other individuals and labor 
unions similarly situated to enjoin the Commission from enforcing the pro- 
visions of the compact requiring the registration of longshoremen. In a 
decision written by Judge Augustus Hand, the court sustained the constitu- 
tionality of the registration provisions, stating: 


“The Act is attacked as unconstitutional upon numerous grounds, 
but we can find nothing in it that violates the Constitution and believe 
it to have been a reasonable exercise of the police power of the States 
of New York and New Jersey. It authorizes the Waterfront Commis- 
sion in its discretion to deny registration to men [longshoremen] who 
have been found guilty of specified crimes, advocate the overthrow of 
the government, or ‘whose presence at the piers or other waterfront 
terminals in the Port of New York district is found by the commission 
on the basis of the facts and evidence before it, to constitute a danger 
to the public peace or safety.’ This latter ground for refusal of regis- 
tration has been the center of attack. In answer to the argument that 
it furnishes no standard of conduct for the Waterfront Commission to 
apply, it seems reasonable to hold, in view of the particularity with 
which the purposes of the Act are expressed, the context in which the 
clause appears, and the fact that this is a civil and not a criminal statute, 
that the standard is not too vague. Moreover, it is to be presumed that 
the Commission will not act arbitrarily, and if it does its action can be 
attacked directly in the hearing procedure provided and in the courts. 
... [Citing cases] As Chief Justice Hughes said in New York Central 
Security Corp. v. United States, 287 U.S. 12, 24, 53 S.Ct. 45, 48, 77 
L. Ed. 138, where the definition of ‘public interest’ was involved: ‘It is 
a mistaken assumption that this is a mere general reference to public 
welfare without any standard to guide determinations. The purpose of 
the Act, the requirements it imposes, and the context of the provision 
in question show the contrary.’ See also National Broadcasting Co., Inc. 
v. United States, 319 U.S. 190, 225, 63 S.Ct. 997, 87 L. Ed. 1344. More- 


14116 F. Supp. 683 (S.D.N.Y. 1953). 
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over, the ‘public peace and safety’ provision is no more unreasonable 
than a regulation canceling a pharmacist’s license for unfitness and in- 
competence such as the Court of Appeals of New York upheld in a 
unanimous decision in Mandel v. Board of Regents, 250 N.Y. 173, 164 
N.E. 895.” 15 


The second attack upon constitutionality, Staten Island Loaders v. 
Waterfront Comm'n of New York Harbor,® was brought by public loaders 
in New York Harbor attacking the validity of the provisions of the com- 
pact prohibiting public loading in the port of New York. The court, with 
Judge Augustus Hand writing the decision again, dismissed the complaint. 

Appeals in both the Linehan and Staten Island Loaders cases were taken 
to the Supreme Court. Upon motions to affirm, the Supreme Court affirmed 
the judgments in both of these cases.17 

A third suit attacked the constitutionality of article V of the compact 
requiring pier superintendents and hiring agents to be licensed by the Com- 
mission. A single district judge refused to convene a statutory three-judge 
court on the ground that the decisions in the Linehan and Staten Island 
Loaders cases established that no substantial federal question was involved 
and that, moreover, since neither of the plaintiffs had applied for a license 
and had been refused, there was no showing of the need for equitable relief 
or that plaintiffs would suffer irreparable injury.'® 


ELIMINATION OF SHAPE-Up METHOD oF HirInG 


The “shape-up” system under which labor was hired in the port of 
New York was degrading to the men and, moreover, fostered corruption. 
Under this method of hiring, longshoremen were compelled to gather each 
morning at each pierhead a few minutes before the work day commenced 
at eight o’clock. Men were chosen by the hiring boss after he “blew the 
whistle” and indicated his choice by touching a man on the arm or shoulder, 
or pointing at the one selected. Those “shaping” were well aware that 
kickbacks were required. Those who were amenable, that is, who paid 
kickbacks, or gambled with the designated collector, or borrowed at usuri- 
ous rates from the designated lender, were preferred in employment. Those 
who failed to find employment during the brief period of “shaping” could 
try again at the next pierhead or wait for the afternoon “shape” at one 
o’clock. The “shape-up” thus resulted in a loss of fundamental rights and 
liberties of labor, impaired the economic stability of the port, and weakened 
law enforcement. 


15 Jd. at 684-85. 
16117 F. Supp. 308 (S.D.N.Y. 1953). 
17 347 U.S. 439, 74 Sup. Ct. 623 (1954). 


18 O’Rourke v. Waterfront Comm’n of New York Harbor, 118 F. Supp. 326 (S.D. 
N.Y. 1954). 
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Article XII of the compact authorizes the Waterfront Commission to 
establish employment information centers throughout the port of New York 
to replace the “shape-up.” ? Pursuant to this statutory authorization, the 
Commission has established employment information centers where long- 
shoremen may be hired. 

Under the Commission’s hiring regulations, members of regular hatch 
gangs and regular dock labor do not report in person to an employment 
information center, but work lists bearing their names are validated at the 
centers before the men report for work at the piers. Casual workers report 
to a center in person and are hired individually to supplement the regular 
dock labor force and to fill in for absent gang members. 

Upon promulgation of the Commission’s hiring regulations, suit was 
instituted in federal district court challenging, inter alia, the constitutionality 
of article XII of the compact, requiring longshoremen to be hired “through” 
Commission employment information centers, and also the constitutionality 
of the hiring regulations themselves. It was contended that article XII and 
the hiring regulations were violative of due process in that they were vague 
and indefinite; that they conflicted with the Labor Management Relations 
Act [Taft-Hartley Act] and the National Labor Relations Act [Wagner 
Act]; and that the pre-validation provisions of the hiring regulations did 
not afford equal protection of law. A single district judge refused to con- 
vene a statutory three-judge district court because of the insubstantiality of 
these contentions and dismissed the complaint.”° 


REGISTRATION OF LONGSHOREMEN 


The Waterfront Commission Compact provides that no one may work 
as a longshoreman in the port of New York without being registered by 
the Commission.?!_The Commission may deny registration to persons with 
specified criminal convictions or whose presence on the water front is found 
by the Commission to constitute a “danger to the public peace or safety.” 2? 

In general, when the Commission reviews the application of a longshore- 
man who has a criminal record, it endeavors to give appropriate considera- 
tion to (1) his investment in the water front in terms of years of service; 
(2) the evidence which he shows of rehabilitation; and (3) the hardship 
which may be visited upon his family if he is denied the right to work on 


19N.Y. Unconsot. Laws § 6700-11 (McKinney Supp. 1958); N.J. Srat. ANN. 
§ 32:23-53 (Supp. 1958). 

20 Bradley v. Waterfront Comm’n of New York Harbor, 130 F. Supp. 303 (S.D. 
N.Y. 1955). 

31.N.Y. Unconsot. Laws § 6700-hh (McKinney Supp. 1958); N.J. Srat. ANN. 
$ 32:23-27 (Supp. 1958). 

22.N.Y. Unconsot. Laws § 6700-hh (McKinney Supp. 1958); N.J. Srat. ANN. 
$ 32:23-29 (Supp. 1958). 
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the water front. On the other side of the ledger, the Commission must 
weigh the danger that if such a person is permitted to work on the water 
front he will participate in acts of violence, intimidation, or coercion, or 
that he will engage in the smuggling of narcotics, or that he will take part 
in illegal gambling, loansharking, or organized pilferage. 

The compact specifically provides for certain safeguards in connection 
with determinations by the Commission. Thus, no application for a license 
or registration may be denied without reasonable prior notice and an oppor- 
tunity to be heard.”* It is the statutory duty of the Commission or of any 
hearing officer designated by the Commission to issue subpoenas at the 
request of and upon behalf of an applicant. A full trial-type hearing is 
held, including confrontation and cross-examination. 

There have been several law suits challenging determinations by the 
Commission denying or revoking the registration of longshoremen. None 
of these has been successful.?5 


REGULARIZATION OF LONGSHOREMEN’S EMPLOYMENT 


During the past quarter of a century, the number of men seeking long- 
shoreman jobs has far exceeded the number of job openings. This resulted 
in a large number of men being hired for only occasional periods of time. 
In the industry’s fiscal year 1951-52, for example, there were 44,000 long- 
shoremen employed in the port and more than half this number earned 


under $1,400 per year. 

The competition for jobs was not normal competition. It was com- 
petition for the favoritism of certain corrupt union officers and corrupt hiring 
agents. Persons with other principal occupations worked as longshoremen 
on Saturdays, Sundays, and holidays when lucrative overtime was paid, thus 
depriving the regular longshoremen of this opportunity. 

Article IX of the compact provides that the Waterfront Commission 
“shall, at regular intervals, remove from the longshoremen’s register any 


33.N.Y. Unconsot. Laws § 6700-kk (McKinney Supp. 1958); N.J. Srar. ANN. 
§ 32:23-45 (Supp. 1958). 

24N.Y. Unconsot. Laws § 6700-kk (McKinney Supp. 1958); N.J. Stat. ANN. 
§ 32:23-48 (Supp. 1958). 

25 Archer v. Waterfront Comm’n of New York Harbor, 3 App. Div. 2d 696, 160 
N.Y.S.2d 614 (1957); Piccini v. Waterfront Comm’n of New York Harbor, 286 App. 
Div. 843, 143 N.Y.S.2d 828 (1955), leave to appeal denied, 309 N.Y. 1031 (1955); Tan- 
zella v. Waterfront Comm’n of New York Harbor, 286 App. Div. 843, 143 N.Y.S.2d 828 
(1955), leave to appeal denied, 309 N.Y. 1031 (1955); Spagnola v. Waterfront Comm’n of 
New York Harbor, 286 App. Div. 843, 143 N.Y.S.2d 831, leave to appeal denied, 309 
N.Y. 1031 (1955); Hanzich v. Waterfront Comm’n of New York Harbor, 286 App. Div. 
835, 142 N.Y.S.2d 246 (1955); Calvo v. Waterfront Comm’n of New York Harbor, 285 
App. Div. 963, 139 N.Y.S.2d 908 (1955); Falvey v. Hays, 205 Misc. 546, 133 N.Y.S.2d, 
446 (1954), aff'd, 285 App. Div. 879, 139 N.Y.S.2d 239 (1955), leave to appeal denied, 
309 N.Y. 1034 (1956). 
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person who shall have been registered for at least nine months and who 
shall have failed during the preceding six calendar months either to have 
worked as a longshoreman . . . or to have applied for employment as a long- 
shoreman at an employment information center .. . for such minimum num- 
ber of days as shall have been established by the commission.” ?¢ 

The Commission has established such a required minimum number of 
days and has thereby removed from the longshoremen’s register those men 
who do not regularly seek employment. This has come to be known as the 
“decasualization” program. To date, there have been eight rounds of de- 
casualization. The figures below set forth the effect of decasualization on 
the total number of men possessing valid registrations after the peak regis- 
tration of May 22, 1955, just before the first round became effective: 


Valid Number 


Regis- Decasu- 

trations alized 
Peak Registration May 22, 1955 38,693 —— 
After 1st Decasualization June 1, 1955 31,574 7,141 
After 2d Decasualization Oct. 27, 1955 27,284 5,115 
After 3d Decasualization Apr. 19, 1956 26,486 2,938 
After 4th Decasualization Oct. 19, 1956 26,746 1,545 
After 5th Decasualization May 3, 1957 28,928 1,695 
After 6th Decasualization Oct. 23, 1957 31,056 1,775 
After 7th Decasualization May 21, 1958 31,946 1,898 
After 8th Decasualization Oct. 22, 1958 30,364 2,519 


Between October 1956 and May 1958 the net figure of valid registrations 
remaining after decasualization increased by 5,200, of which approximately 
3,000 were those requiring registration under amendments broadening the 
statutory definition of “longshoreman.” In 1954, the last year prior to the 
first round of decasualization, there was a total of 41,333 men in all the cate- 
gories which now require registration. 

Professor Vernon H. Jensen of Cornell University, after a two-year 
study of employment experience in the port of New York, concluded that 
the work and earnings position of longshoremen had improved appreciably 
and that the decasualization program of the Commission has been salutary.?* 
The statistics of the shipping industry for its fiscal year which ended Sep- 
tember 30, 1957, considered in relation to earnings for the last fiscal year 
before the establishment of a decasualization program, illustrate this im- 
provement in earnings: 


26N.Y. Unconsot. Laws § 6700-ii (McKinney Supp. 1958); N.J. Srat. ANN. 
§ 32:23-34 (Supp. 1958). 

37 Jensen, Decasualization of Employment on the New York Waterfront, 11 Im. 
& Las. Ret. Rev. 534 (1958). 
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Comparison of Earnings 


Percentage of 
(+) Increase or 
1954 1957 (—) Decrease 


Total Wages $102,061,108.10 $140,284,563.28 + 37% 
% of Overtime 24.3% 28.1% + 15% 
Over $4,000 10,127 men 20,125 men + 99% 
$3,000-$4,000 7,013 men 2,769 men — 61% 
Under $3,000 24,193 men 11,252 men — 53% 

Totals 41,333 men 34,146 men — 17% 


In the group earning over $4,000 the breakdown is as follows: 


Percentage of 
(+) Increase or 
1954 1957 (—) Decrease 


$4,000-$5,000 6,330 men 5,338 men — 16% 
$5,000-$6,000 2,589 men 6,166 men + 138% 
$6,000-$7 ,000 802 men 5,033 men + 527% 
Above $7,000 406 men 3,588 men + 784% 

Totals 10,127 men 20,125 men + 99% 


In the suit attacking the constitutionality of article XII of the compact 
requiring longshoremen to be hired “through” Commission employment in- 


formation centers and the constitutionality of the Commission’s hiring 
regulations, it was also contended that the decasualization provisions of 
article IX of the compact and the Commission’s decasualization regulations 
were unconstitutional in that they were arbitrary and unreasonable. As 
noted, the single federal district judge refused to convene a three-judge 
statutory court on the ground that the contentions of unconstitutionality 
were insubstantial and dismissed the complaint.?® 


LICENSING OF PER SUPERINTENDENTS AND HirtInc AGENTS 


Pier superintendents are the persons who direct work on the piers, in- 
cluding the loading and unloading of ships. Hiring agents are the persons 
who hire longshoremen to do the actual work. 

It is stated in the findings and declarations of the compact that “persons 
conducting . . . hiring are frequently criminals and persons notoriously lack- 
ing in moral character and integrity and neither responsive or responsible 
to the employers nor to the uncoerced will of the majority of the members 
of the labor organizations of the employees.” ?° 


28 Bradley v. Waterfront Comm’n of New York Harbor, 130 F. Supp. 303 (S.D.N.Y. 
1955). 

29.N.Y. Unconsot. Laws § 6700-aa (McKinney Supp. 1958); N.J. Srat. ANN. 
§ 32:23-2 (Supp. 1958). 
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The New York State Crime Commission found that although such per- 
~sonnel performed managerial functions, they were often forced upon em- 
ployers by the union.*® For example, at the public hearings of the Crime 
Commission, the top officers of one stevedoring company testified that the 
company had employed two hiring agents through fear of work stoppages. 

Prior to the compact, as has been noted, the key to economic survival 
on the water front was the favoritism of the hiring agent which often was 
for sale. Since the hiring agent occupied a pivotal position on the water 
front with wide powers of patronage, there was frequent warfare between 
rival mobs for control of these positions. There were even a number of 
cases in which hiring agents were murdered. 

In order to eliminate this intolerable situation, it is the scheme of the 
compact that pier superintendents and hiring agents shall be the employer’s 
key supervisory representatives and constitute his free and uncoerced choice. 
This is sought to be accomplished by requiring pier superintendents and 
hiring agents to be licensed by the Commission and by further requiring 
that applications for these licenses be submitted by the employer on behalf 
of the applicant.*! In addition, pier superintendents and hiring agents are 
forbidden to be members of any union which represents longshoremen.®? 

In order to obtain a license as a pier superintendent or hiring agent, an 
applicant must satisfy the Commission that he possesses “good character and 
integrity.” 83 If the applicant has been convicted of a felony or certain other 
serious crimes, he is ineligible for a license.*4 

It has been the experience of the Commission that there is a continual 
reluctance on the part of stevedores to submit applications for licenses not 
approved by union officials. However, the Commission has refused to act 
favorably upon any application where the evidence indicates that the appli- 
cant has not in fact been actively and voluntarily supported by the employer. 

As of June 30, 1958, there were 645 hiring agents and 407 pier super- 
intendents licensed with the Commission. Because of its importance, this 
relatively small group of licensees requires constant checking. 


LICENSING OF STEVEDORE CONTRACTORS 


Stevedores are independent contractors who contract with steamship 
lines for the loading and unloading of their ships. 


30FourtTH REPorT oF THE NEw York StaTE CRIME Commission, N.Y. Strate Lec. 
Doc. No. 70, at 39-44 (1953). 

31.N.Y. Unconsot. Laws § 6700-ee (McKinney Supp. 1958); N.J. Srat. ANN. 
§§ 32:23-12, 32:23-13 (Supp. 1958). 

82.N.Y. Unconsot. Laws § 6700-ee (McKinney Supp. 1958); N.J. Strat. ANN. 
§ 32:23-18 (Supp. 1958). 

83.N.Y. Unconsot. Laws § 6700-ee (McKinney Supp. 1958); N.J. Srat. ANN. 
§ 32:23-14 (Supp. 1958). 

4 bid. 
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Testimony before the New York State Crime Commission indicated 
that many stevedoring company officials over the years cooperated actively 
or passively with water-front gangsters.*> Some also resorted to bribes in 
order to obtain contracts with steamship lines. In addition, they followed 
corrupt practices in inducing officers and representatives of labor unions to 
sell out the union members by permitting the use of “short gangs” and other 
practices at the expense of the working longshoremen. 

In order to ensure responsible conduct on the part of stevedores, the 
compact requires them to be licensed by the Commission.*® The compact 
provides that as a requisite of being licensed a stevedoring company must 
satisfy the Commission that each member of the partnership or, if it is a 
corporation, that every officer and each individual owning 5 per cent or 
more of the stock possesses “good character and integrity.” 87 The license 
application must fully disclose the real parties in interest.** In addition, the 
applicant company must have a contract with a steamship company to load 
and unload its ships.8® 

One facet of good character and integrity which the Commission has 
stressed is the capacity to withstand improper pressures, particularly in rela- 
tion to the selection of hiring agents and longshoremen. In a recent case 
before the Commission, the shop steward instigated a work stoppage at a 
pier in Brooklyn and would not terminate the stoppage until the hiring 
agent and longshoremen hired by the stevedore were fired. The stevedore 
knuckled under, discharged the men, and work was resumed. The Com- 
mission ordered suspension of the stevedore’s license for a period of ninety 
days or in lieu thereof, payment of $10,000. The stevedoring company 
elected to pay the fine. The longshoreman’s registration of the shop steward 
who had instigated the work stoppage was suspended. 

Before the enactment of the compact, work stoppages on the water 
front were often instruments of coercion. These work stoppages were 
almost invariably for purposes which were not protected by the National 
Labor Relations Act; since such work stoppages also almost invariably in- 
volve violations of the compact, there has been a marked decrease in the 
number of work stoppages in the Port of New York. 


THE PROHIBITION AGAINST PuBLIC LOADING 


Because the traditional contract for the carriage of waterborne freight 
provides for delivery on and pick-up from the pier rather than the truck, 


85 FourtH REPorT OF THE NEw York STATE CriME Commission, N.Y. Strate Lec. 
Doc. No. 70, at 12-18 (1953). 


36.N.Y. Unconsot. Laws § 6700-ff (McKinney Supp. 1958); N.J. Srat. ANN. 
§ 32:23-19 (Supp. 1958). 

87N.Y. Unconsot. Laws § 6700-ff (McKinney Supp, 1958); N.J. Srat. ANN. 
§ 32:23-21 (Supp. 1958). 

38 [bid. 

99 Ibid. 
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there developed in the Port of New York a calling known as “Public Load- 


- ing.” This was the occupation of loading and unloading the trucks at the 


piers. In the 1920’s individuals came to the piers looking for extra work 
and were hired by drivers to help load and unload the trucks. Later, these 
persons banded together and, usually through coercion, established a mon- 
opoly of loading trucks on particular piers, often at excessive prices. So 
lucrative was this work that murders were committed in order to obtain 
public loading “franchises.” 

Although they were themselves employers of labor, the loaders were 
often members of the same union which represented and controlled that 
labor, and in a number of instances were officials of those unions. Their 
hold upon the piers and the steamship lines became so strong that the loaders 
were able in certain cases to compel the stevedores to supply the labor and 
equipment and actually to perform the work while they kept the fee. The 
New York State Crime Commission found that “public loading is a racket 
seriously threatening the Port of New York.” * 

Article VII of the compact outlaws public loading by independent con- 
tractors by providing that it is “unlawful for any person to load or unload 
waterborne freight onto or from vehicles other than railroad cars at piers 
or at other water-front terminals .. . for a fee or other compensation, other 
than the following persons and their employees.” #4 The persons excepted 
from this prohibition are those who have some other related interest in the 
water front such as carriers of freight by water, pier operators, shippers, con- 
signees, and licensed stevedores. 

As has been noted, a suit instituted upon enactment of the compact to 
enjoin article VII as unconstitutional was dismissed by a statutory three- 
judge federal district court and, upon appeal to the Supreme Court, the 
decision of the district court was affirmed upon motion for failure to present 
a substantial constitutional question.*? 


LICENSING OF Port WATCHMEN 


The New York State Crime Commission reported that the watchman 
in the port of New York was a “tragic figure on the piers,” basically honest 
but in an “impossible situation.” #8 

The compact now requires port watchmen in the port of New York 
to be licensed by the Commission.** In order to obtain a license as a port 


40 FourtH Report oF THE New York State Crime Commission, N.Y. State Lec. 
Doc. No. 70, at 56 (1953). 

*1.N.Y. Unconsot. Laws § 6700-gg (McKinney Supp. 1958); N.J. Srat. ANN. 
§ 32:23-26 (Supp. 1958). 

42 Staten Island Loaders v. Waterfront Comm’n of New York Harbor, 117 F. Supp. 
308 (S.D.N.Y. 1953), aff'd, 347 U.S. 439, 74 Sup. Cr. 623 (1954). 

48 FourtH Report oF THE New York State Crime Commission, N.Y. State Lec. 
Doc. No. 70, at 59 (1953). 

44N.Y. Unconsor. Laws § 6700-jj) (McKinney Supp. 1958); N.J. Srat. ANN. 
§ 32:23-39 (Supp. 1958). 
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watchman, the applicant must satisfy the Commission as to his “good char- 
acter and integrity.” *® Further, an applicant is ineligible for a license if he 
is a member of any labor organization which represents longshoremen, 
pier superintendents, or hiring agents,*® thus finally effecting a separation 
between the port watchmen and the longshoremen. 

In addition to the elimination of gangster control of the watchmen, the 
caliber of the watchmen presented a serious problem. The watching force 
in the port of New York was largely superannuated. For example, as of 
May 1956, 3,612 port watchmen had applied for licenses to the Commission 
and, of this number, 1,943, or 53.79 per cent were over the age of fifty-five. 
To meet this problem, the Commission was empowered by the Compact 
to deny a license for a port watchman’s license unless the applicant “shall 
meet such reasonable standards of physical and mental fitness for the dis- 
charge of his duties as may from time to time be established by the com- 
mission.” 47 Such standards of physical and mental fitness have been estab- 
lished by the Commission. 


Union AFFAIRS 


One of the pervading causes of the evil conditions existing on the New 
York water front was that the water-front unions were largely corrupt. This, 
in part, has already been commented upon. The shakedown and the “quickie 
strike” were commonly used as instruments of extortion. In fact, control 
of a union local was a prerequisite to operating rackets on the piers, such as 
pilferage, loansharking, and gambling. The New York State Crime Com- 
mission reported that known criminals were in control of important ILA 
locals and of key water-front areas, that the financial affairs of most of the 
ILA locals had been loosely and irresponsibly conducted, that the funds of 
the ILA locals were misused and their records destroyed, and that undemo- 
cratic procedures helped to keep unscrupulous labor leaders in power.*® 

Section 8 of part III of the Waterfront Commission Act, which has the 
status of an individual state statute, prohibits in substance the collection of 
dues from a person registered or licensed by the Commission on behalf of 
any union representing such persons if the union has as an “officer or agent” 
a person convicted of a felony without subsequent pardon or a certificate 
of good conduct.*® 

The intendment of this section is to protect union funds from being 


45.N.Y. Unconsot. Laws § 6700-jj (McKinney Supp. 1958); N.J. Stat. ANN. 
§ 32:23-41 (Supp. 1958). 

48 Ibid. 

41 Ibid. 

48 FourtH Report oF THE NEw York Strate Crime Commission, N.Y. STATE Lec. 
Doc. No. 70, at 19-32 (1953). 

49,N.Y. Unconsot. Laws § 6700-ww (McKinney Supp. 1958); N.J. Strat. ANN. 
$ 32:23-80 (Supp. 1958). 
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drained off for illicit purposes and to protect union members from the over- 
lordship of convicted criminals. But it is one thing to put a law on the 
books; the effectuation of its purposes is another. In no single case did a 
felon voluntarily abdicate, and none was deposed by the union locals. Only 
upon the threat of imminent prosecution by the district attorney with juris- 
diction in the premises did the union locals discharge the convicted felons 
who were their officers or agents. And then, frequently the deposed felons 
would turn up as “clerks” in union locals or as “janitors” at the same salaries 
they had been paid as union officers. 

There have been, moreover, several attacks upon the constitutionality 
of section 8 of the Waterfront Commission Act in both New York and New 
Jersey, principally on the ground that section 8 constitutes an invalid inter- 
ference with choice of representatives for collective bargaining. This argu- 
ment rests on a claimed conflict between section 8 of the Waterfront Com- 
mission Act and section 7 of the National Labor Relations Act providing 
that, “Employees shall have the right to self-organization, to form, join or 
assist labor organizations, to bargain collectively through representatives of 
their own choosing.” 5° 

In Hill v. Florida,=! the Supreme Court held unconstitutional a section 
of a Florida statute requiring a “business agent” of a labor union to be 
licensed and providing that no “business agent” shall be licensed who has 
not been a citizen of the United States for more than ten years, who has 
been convicted of a felony, or is not a person of good character. The term 
“business agent” was defined to include in substance one who engaged in 
collective bargaining for a labor union. It is the Hill decision which is relied 
upon by those attacking the constitutionality of section 8. 

The highest courts of both New Jersey and New York have sustained 
the constitutionality of section 8. In Hazelton v. Murray,®? the Supreme 
Court of New Jersey, in an opinion written by Justice Brennan, now on the 
Supreme Court of the United States, unanimously upheld the validity of 
section 8 against numerous arguments of unconstitutionality, including the 
claim that section 8 restricted the right guaranteed to employees by the 
National Labor Relations Act to select collective bargaining representatives 
of their own choosing. And just recently, on February 26, 1959, the New 
York Court of Appeals unanimously sustained the constitutionality of sec- 
tion 8, also rejecting contentions, inter alia, that section 8 conflicted with 
section 7 of the National Labor Relations Act and interfered with the right 
of employees to self organization and collective bargaining.®* 


5049 Strat. 452 (1935), 29 U.S.C. § 157 (1952). 

51325 U.S. 538, 65 Sup. Ct. 1373 (1945). 

5221 N.J. 115, 121 A.2d 1 (1956). 

58 Deveau v. Braisted, decided February 26, 1959. Prior to this decision, the con- 
stitutionality of section 8 had been also upheld in a decision by the court of first im- 
pression in New York. International Longshoremen’s Ass’n v. Hogan, 3 Misc. 2d 893, 
896, 156 N.Y.S.2d 512, 516 (1956). 
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CoNCLUSION 


The passage of the Waterfront Commission Act and the creation of 
the Waterfront Commission have stemmed the tide of lawlessness on the 
water front. As set forth above, the conditions were so grave that drastic 
legislation regularizing the industry and creating a special body was needed. 

The conditions that gave rise to the evil practices in New York may 
arise in any large port. The New York story may be useful to prevent an 
occurrence of the same situation elsewhere, so that the drastic steps taken 
in the New York port will be unnecessary. 




















The goods of the world trade still move principally by ships sailed by a 
special breed of men and governed by a special body of law... 


“Admiralty law is ancient, and it is international, but it must 
direct its course between the thousand poorly charted reefs 
of federal statutes, state statutes, city ordinances, departmental 
regulations, treaties, international conventions, court deci- 
sions, and administrative rulings.” 


AN INTRODUCTION TO 
ADMIRALTY AND MARITIME LAW 


BY STUART B. BRADLEY * 


MARITIME LEGAL PROBLEMS at an international port, or at any port, 
cannot be solved by admiralty law alone. A modern legal Solomon of pure 
admiralty jurisdiction would be a poor choice as counsel for a ship-owning 
newcomer to the Port of Chicago. Admiralty law is ancient,! and it is 
international,? but it must direct its course between the thousand poorly 
charted reefs of federal statutes, state statutes, city ordinances, departmental 
regulations, treaties, international conventions, court decisions, and ad- 
ministrative rulings. A channel through all this to a chosen destination can 
frequently be found by those having sufficient determination. Vessels and 
what they carry, how safely they carry, what they charge for the service, 
what they buy, their personnel, and the behavior of the vessel and its crew 
in ports of call are all subject matter of maritime law, although much of 
this would not be within the jurisdiction of a United States district court 
sitting in admiralty.* 
A Lecat KALemposcoPE 
Admiralty law in the United States, rather restricted in the beginning 


* STUART B. BRADLEY. Partner in the firm of Bradley, Pipin, Vetter & 
Eaton, Chicago. 


1 Grmore & Biack, THE Law or ADMIRALTY 2-11 & nn.3-36 (1957). 

2 Farrell v. United States, 336 U.S. 511, 69 Sup. Ct. 707 (1949). 

81 Benepict, THE Law or AMERICAN ApMiRALTY (6th ed. 1940) (particularly paras. 
10 and 10a). 
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on account of the influence of the British common law, has grown into a 
fairly comprehensive system, having been broadened by international con- 
ventions, federal statutes, court decisions, and even state statutes. It deals 
with matters of contract that have a maritime flavor, with torts on navigable 
waters, rights of vessel personnel and of passengers, collision, salvage, gen- 
eral average, marine insurance, and numerous other subjects. Changes in the 
attitude of Congress and of the Supreme Court have sometimes restricted 
the uniformity and harmony of maritime law and sometimes have broadened 
it as adopted and applied in this country. The rights of seamen and the rights 
of marine workers who are not seamen during the past forty years have 
gone through kaleidoscopic changes with each new example of judicial 
legislating, so that no one can predict which pattern will turn up next. 
These changes have been primarily in the national and local aspects of the 
subject rather than the international. Even as to the international aspects 
of general maritime law there are many differences in substance and in ap- 
plication by American courts as compared to foreign courts, and this differ- 
ence is not limited to statutory changes in the United States. A considerable 
part of the business of a vessel is subject to surveillance by customs officials, 
Coast Guard officers, and other officers of the federal government, seldom 
reaching the desk of a lawyer, maritime or otherwise. The public hears of 
the United States Coast Guard because its operations are often spectacular; 
it renders assistance to vessels in distress and these activities appear in the 
public press. Its duties really extend far beyond that service. It examines 
and licenses masters, mates, engineer officers, and other personnel of our 
merchant vessels. It inspects vessels for safety purposes. It maintains buoys, 
lighthouses, radio direction finders, beacons, and other aids to navigation, 
and it enforces regulations governing the anchoring of vessels in our ports. 
The navigation rules or rules of the road, such as passing signals, speed, 
right of way, lights, and fog signals, are contained in federal statutes,* which 
are supplemented by Coast Guard regulations. Violations are investigated 
and penalties are determined by the Coast Guard.5 

The Bureau of Customs has a wide range of marine activities in addition 
to collecting duties. It attends to enrollment or registry of vessels,® it 
measures vessels being built to determine tonnage, it issues licenses to 
vessels, it attends to entry and clearance at United States ports, records bills 
of sale and ship mortgages, and handles many fines, penalties, and forfeitures 
for violation of shipping laws. It is natural that much of this Customs and 
Coast Guard business with water carriers is handled with those agencies by 
shipowners and charterers, or their agents, rather than by lawyers. 


#28 Stat. 645 (1895), 33 U.S.C.A. § 241 (1957). 
5 Rev. Stat. § 4450 (1875), as amended, 46 U.S.C.A. § 239 (1958). 
® Rev. Srat. § 4132 (1875), 46 U.S.C.A. §§ 11-82 (1958). 
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Rates and Routes 


Rates and routes of water carriers for carrying of cargoes in the do- 
mestic trade are subject to part III of the Interstate Commerce Law, en- 
acted in 1940.7 This regulatory legislation is not maritime law, but its effect 
is wide enough to touch the maritime lawyer at various points. Rates in 
foreign trade are not fixed by any commission nor controlled by any govern- 
ment body except to the extent that discrimination is outlawed and con- 
ference agreements are subject to approval of the Federal Maritime Board, 
which has on file more than one hundred such agreements. Congress has 
enacted many laws designed to foster a strong merchant marine for use in 
case of war or national emergency. One of the principal forms of aid has 
been payment of construction subsidies and operating differential subsidies 
for the purpose of placing American flag operation on an equality with the 
less costly service of foreign lines. The United States does not stand alone 
in the matter of subsidies, as almost every maritime nation of the world at 
one time or another has subsidized its foreign trade merchant shipping.® 


Federal Power To Legislate 


The United States Constitution, article III, section 2, provides that the 
judicial power of the United States shall extend to matters of admiralty 
and maritime jurisdiction. This has been construed, along with the com- 
merce clause, to give Congress power by legislation ® to modify and supple- 
ment the general maritime law ?° which our courts originally recognized." 
Congress has made use of that power during the entire history of the 
country, sometimes with consummate skill and at other times in patchwork 


754 Strat. 929 (1940), 49 U.S.C.A. §§ 901-23 (1951). 

8See 39 Srat. 733 (1916), 46 U.S.C.A. § 814 (1958) (Shipping Act of 1916). 
Compagnie Gen. Transatlantique v. American Tobacco Co., 31 F.2d 663 (2d Cir. 1929). 
Brooxincs INsTITUTION, THE UNITED StTaTEs SHIPPING Boarp c. 1 (1931); Zets, AMERICAN 
Supping Poricy (1938); Saucstap, SHIPPING & SHIPBUILDING SuBsipIEs (1932); SpPEARs, 
Tue Story oF THE AMERICAN MERCHANT Marine c. XVI (1910); Eprrors or Fortune, 
Our Suips (1938). 

®Detroit Trust Co. v. The Thomas Barlum, 293 U.S. 21, 55 Sup. Ct. 31 (1934): 
“Congress thus has paramount power to determine the maritime law which shall pre- 
vail throughout the country.” Panama Ry. v. Johnson, 264 U.S. 375, 44 Sup. Cr. 391 
(1924). 

10 American Ins. Co. v. Canter, 26 U.S. (1 Pet.) 511, 545-46 (1828); Insurance Co. 
v. Dunham, 78 U.S. (11 Wall.) 1 (1871); De Lovio v. Boit, 7 Fed. Cas. 418 (No. 3776) 
(C.C.D. Mass. 1815). These cases discuss what the constitutional grant of jurisdiction 
includes as general maritime law. 

11 The Western Maid, 257 U.S. 419, 42 Sup. Cr. 159 (1922). Here Mr. Justice 
Holmes said: “There is no mystic over-law to which even the United States must bow. 
When a case is said to be governed by foreign law or by general maritime law that is 
only a short way of saying that for this purpose the sovereign power takes up a rule 
suggested from without and makes it part of its own rules.” 
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fashion. At the present time some of our federal statutes on shipping are 
confused and difficult to understand, are in need of codification, but are 
difficult to streamline without endangering court interpretations and estab- 
lished practices in the industry. The Supreme Court has referred to the 
marine inspection laws as a “maze of regulation” !? and to our shipping laws 
generally as “a patchwork of separate enactments, some tracing far back in 
our history and many designed for particular emergencies.” 18 


Domestic Commerce; Pilotage 


The first Congress of the United States enacted two shipping laws 
which have been of importance ever since. First, it undertook to exclude 
from American flag enrollment all vessels except those built in the United 
States and owned by its citizens. In 1817 Congress expressly reserved the 
coastwise trade for American vessels, a law which, as amended, continues 
to exclude all foreign vessels from trade between any two United States 
ports.!* Foreign trade is not restricted in this fashion. 

The first Congress also dealt with pilotage by providing that pilots in 
the bays, inlets, rivers, harbors, and ports of the United States shall con- 
tinue to be regulated in conformity with the existing laws of the states, or 
which the states might enact.1* As of 1789 several of the states had well- 
established pilotage systems and there was no federal system in existence. 
Licensing of pilots in our domestic commerce under federal laws has been 
extended from one class of operation to another over the years by con- 
gressional enactment so that today most of the American vessels enrolled 
in the coastwise trade must carry federally-licensed pilots and are exempted 
from state pilotage laws. However, American vessels that are registered for 
foreign trade, and all foreign flag vessels, must comply with state pilotage 
laws wherever they have been enacted. 

We permit masters and pilots duly licensed by foreign countries to 
navigate into our ports, subject to compliance with the state pilotage laws, 
if any. Thus, foreign vessels may come into the Great Lakes without using 
local pilots, although most of the foreign vessels do employ Canadian pilots 
who have had experience navigating the Great Lakes so that they shall be 
available during the transit of any dangerous or restricted channels. Thus 
far none of the states bordering the Great Lakes has enacted local pilotage 
laws and it is probable that they will not do so if federal regulation, now 


12 Kelly v. Washington, 302 U.S. 1, 58 Sup. Ct. 87 (1937). 

18 Lauritzen v. Larsen, 345 U.S. 571, 73 Sup. Cr. 921 (1953). 

14See Rev. Srat. § 4132 (1875), as amended, 46 U.S.C.A. § 11 (1958); Rev. Srat. 
§ 4311 (1875), 46 U.S.C.A. §§ 251-336 (1958) (registration of vessels; enrollment in do- 
mestic commerce); 41 Stat. 998 (1920), 46 U.S.C.A. § 883 (1958). 

15 Rev. Strat. § 4235 (1875), 46 U.S.C.A. § 211 (1958). Cooley v. Board of Wardens, 
53 U.S. (12 How.) 299 (1851). 
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proposed in a bill sponsored by the Coast Guard, becomes law. As a class, 
the officers of foreign vessels are very able but some of them are said to be 
insufficiently conversant with the Pilot Rules for the Great Lakes, local rules 
in ports, and some of our picturesque seagoing slang used over the radio 
telephone. These are some of the reasons why the Coast Guard believes 
that the carrying of a pilot licensed under either United States law or 
Canadian law is essential to insure greater safety in vessel operation. The 
problem of securing such temporary pilots who are qualified and the added 
expense would create problems of severe proportions. However, unless 
federal licensing provisions can be agreed upon and enacted, it seems possible 
that some of the Great Lakes states will begin to enact pilotage laws. This 
could result in a lack of uniformity, confusion, and undue expense for vessels 
engaged in foreign trade. 


VESSEL AND CARGO 


Classification Societies 


It is important for shippers and charterers to know the nature, construc- 
tion, and seaworthiness of vessels which carry their cargoes. For this pur- 
pose and in order to help shipowners keep their vessels in proper order, 
Lloyds Register of Shipping and other international classification societies 
have grown up. The American Bureau of Shipping is a classification society 
whose principal function is to establish and maintain proper standards 
applicable to construction and maintenance of merchant vessels for the 
protection of shipowners, underwriters, shippers, and others. A vessel’s 
“class” or rating is an expert opinion of her build, condition, and upkeep, 
and an indication of her seaworthiness for any particular trade. Surveyors 
of this bureau will supervise construction, make periodic surveys, damage 
surveys, and issue certificates of seaworthiness for specific cargoes, as, for 
example, grain. This society is a New York corporation not-for-profit 
organized in 1862, having on its executive committee some representatives 
of federal government departments. It has semiofficial status as an agency 
of the-government 16 and, pursuant to appointment by the Commandant of 
the Coast Guard, determines whether load lines are correctly placed.17 The 
class of vessels is often stated in charters and is of commercial importance in 
negotiations for the hiring of vessels. There are other similar societies in 
foreign countries, such as Bureau Veritas, whose surveys are generally ac- 
cepted just as are those of the American Bureau of Shipping. The evolution 
of vessels for cargo carrying, general and specialized, has had an amazing 


16 41 Stat. 998 (1920), 46 U.S.C.A. § 881 (1958). 
1745 Stat. 1493 (1929), 46 U.S.C.A. § 85b (1958); 46 C.F.R. $$ 43.01-40 (rev. 1952) 
(appointment perfected). 
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history. The earlier steamship inventions, combination of sail and steam, 
and efforts to increase speed 1 and size ?° of vessels comprise a specialized 
subject by itself. The classification societies have done much for the safety, 
improvement, and standardization of vessels, whether liners or tramps, de 
luxe passenger craft or rust buckets. 


Tramp Shipping and Liner Service 


Tramp shipping implies the absence of regularity or even of continuity 
in serving any particular part of the world. The operation of tramps into 
the mid-continent of North America depends upon trade being rather brisk 
here or worse somewhere else. The so-called liner service, which has been 
offered to the Great Lakes in increasing volume since 1935, involves the 
carrying of general cargoes for a number of separate shippers on fairly 
regular schedules, and is considered to be a common carrier service, but 
without any statutory requirement of a certificate of convenience and 
necessity. Neither the common law nor the admiralty law impose any 
obligation upon a water carrier to continue a common carrier service in 
the absence of statute, and it may cease to operate if it sees fit.21 Historically, 
the common carrier by water was held liable in United States courts as an 
insurer under the general admiralty law and under the common law and 
could not be exempted by contract for any losses resulting from negligence 
of the carriers’ employees.22 The British courts in the nineteenth century 
and early part of the twentieth century upheld bill of lading exemptions 
from liability even if the loss was due to negligence. Near the end of the 
last century cargo interests were dominant in the United States, but the 


18 GILFILLAN, INVENTING THE Sup (1935); 3 WicmMore, A PANORAMA OF THE WorLp’s 
Lecat Systems c. XII, at 875 (1928), says that the oldest picture of a sea-going ship 
of large size is the sculptured ship of Queen Hatshepsut in Egypt about 1500 s.c., who, 
as a princess, discovered the infant Moses in the bulrushes and saved him to become the 
Hebrew leader. Will Cuppy, who carefully researched the reign of Queen Hatshepsut, 
does not mention that incident but describes her maritime interests in Cuppy, THe De- 
CLINE AND FAL or PracticaLty Everysopy 23 (1950), as follows: “One of the main 
events of Hatshepsut’s reign was the voyage to Punt, or Somaliland, for things to use 
in the temple services and in the terraced gardens of Amon. Five small vessels went 
down the Red Sea in 1492 B.c. and returned with thirty-one living myrrh trees, many 
other varieties of odoriferous and ornamental plants, myrrh resin, ihmut incense, cin- 
namon wood, Khesyt wood, ebony, ivory, gold, electrum, more than three thousand 
animals, including greyhounds, monkeys, and a giraffe, some Punties, a collection of 
native throw sticks, and several unidentified objects.” We have found no published 
tariff rates on most of these items from the manifest so they will be classified as 
“commodities generally NOIBN.” 

19 WPA, A Maritime History or New York 151 (1941). One of our most enter- 
prising vessel owners, named Preserved Fish, called his fastest packet boat George 
Washington, entered it in the race of twelve British and American commercial vessels 
between New York and Liverpool in 1835, and won. Today the Mayor of Chicago 
gives a prize for the first European vessel to reach Chicago each spring. 


20 DucaNn, THE Great IRON Sup (1953). 
21 Lucking v. Detroit & Cleveland Nav. Co., 265 U.S. 346, 44 Sup. Ct. 504 (1924). 
22 Propeller Niagara v. Cordes, 62 U.S. (21 How.) 7, 23 (1859). 
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interests of vessel owners prevailed in England to such an extent that there 
was a considerable difference in the laws of these two countries. Our 
merchant marine was then at a very low ebb. However, in 1893, after 
many conferences, domestic and international, Congress adopted the Harter 
Act 3 which exempted a carrier from liability for negligence in the navi- 
gation or management of the vessel, provided the vessel was seaworthy and 
properly manned, equipped, and supplied; but it did not permit exemption 
for negligence in the care and custody of cargo. This statute applied to 
foreign trade in both directions, could be adopted by reference into bills 
of lading in our coastwise trade, and could be incorporated into contracts 
of private carriage.?* 


Hague Rules and the American Carriage of Goods by Sea Act 


The general principles of the American Harter Act were soon adopted 
by statutes in Canada, Australia, and New Zealand; they were urged upon 
the British and upon the International Law Association for the formulation 
of an International Convention, and eventually the Harter Act formula was 
modified and adopted as the Hague Rules, 1921. These Rules were revised 
at Brussels in 1924, and were recommended for adoption by the various 
maritime nations. In the United States, opposition from cargo interests pre- 
vented adoption until 1936 when the Hague Rules of 1921 and Brussels 
Convention of 1922-1924, with certain understandings, were ratified by the 
United States and enacted into law as the Carriage of Goods by Sea Act 
(known as, and hereafter referred to as Cogsa) in 1936.25 The “Clause Para- 
mount” of this act provides: “That every bill of lading or similar document 
of title which is evidence of a contract for the carriage of goods by sea to 
or from ports of the United States, in foreign trade, shall have effect subject 
to the provisions of this Act.” Legislation similar to Cogsa has been enacted 
by most of the maritime nations so there is today a reasonable degree of 
uniformity in ocean bills of lading.?¢ 

Under Cogsa, a carrier is not an insurer but has a statutory duty to use 
due diligence to make the ship seaworthy, properly to man, equip, and 
supply it, and to make the holds and all other parts of the ship where goods 
are carried fit and safe for their reception, carriage, and preservation.?" 


2327 Srat. 445 (1893), 46 U.S.C.A. §§ 190-93 (1958). 

4 Koppers Connecticut Coke Co. v. James McWilliams Blue Line, 89 F.2d 865 
(2d Cir. 1937). 

25 49 Stat. 1207-13 (1936), 46 U.S.C.A. §§ 1300-15 (1958). 

26 KNAUTH, THE AMERICAN Law or Ocean Bits or Lapinc 99 (1953), contains a 
careful commentary on the movement for uniformity in ocean bills of lading. See also 
Gitmore & Brack, THe Law or ADMIRALTY 122 (1957); Morrison AND StuMBERG, CasEs 
on ADMIRALTY 315 (1954), and cases cited in each of these texts. Revival of the inter- 
national viewpoint in maritime law is explained in a general and interesting manner in 
3 Wicmore, A PANORAMA OF THE Wortp’s LEGAL Systems 920 (1928). 

2749 Stat. 1208 (1936), 46 U.S.C.A. §§ 1303(1) (1958). 
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The carrier is not liable for loss resulting from unseaworthiness if due dili- 
gence has been exercised, but the burden of proving due diligence is on the 
carrier.2® Cargo owners can recover for losses caused by unseaworthiness 
unless due diligence was exercised. Cogsa also provides that the carrier shall 
properly and carefully load, handle, stow, carry, keep, care for, and dis- 
charge the goods carried.?® 

On the other hand, section 4(2) of Cogsa contains a list of causes for 
which the carrier shall not be liable. The most important of these is the 
immunity from loss caused by “act, neglect, or default of the master, mariner, 
pilot, or the servants of the carrier in the navigation or in the management 
of the ship.” Thus, the carrier is not liable for losses due to negligent 
navigation but is liable for failure to care properly for cargo during the 
voyage. The line between these two concepts is not always easy to draw 
and has been the subject of considerable court interpretation.®® Cogsa is of 
greater protection to a carrier than was the Harter Act principally because 
the exemption for negligent navigation under the latter was only available if 
the carrier had used due diligence to make the vessel] seaworthy, whether 
there was or was not causal connection between the unseaworthiness and 
the loss.31 

So it is that the carrier exemptions of Cogsa, incorporated into all 
foreign trade bills of lading, protect the carrier in proper circumstances 
from liability for losses due to fire, perils of the sea, negligent navigation, 
Acts of God, and other causes arising without the actual fault or privity of 
the carrier. Shippers universally carry cargo insurance so they recover 
their losses from that source whether or not the cargo insurer can legally 
collect from the carrying vessel. It is interesting to note that section 3(8) 
of Cogsa outlaws the benefit of insurance clause, so there is no need for 
cargo underwriters to advance loss payments under loan receipt to their 
assureds, a practice which is lawful and proper under Harter Act bills of 
lading.8? Cogsa applies to common carrier liner service; and it also applies 
to tramp shipping if the tramp carrier issues bills of lading instead of 
chartering the vessel’s space to the shipper. By express agreement Cogsa may 
be made applicable to an affreightment charter although it does not so 
apply of its own force.** Transportation service under a time charter, also 
called an affreightment charter, in which the vessel owner operates the 
vessel but rents out the cargo space, is generally considered private carriage 
as to which there are no statutes similar to Cogsa governing the terms of 


8 Td. at 1210, 46 U.S.C.A. § 1304(1). 
29 Id. at 1208, 46 U.S.C.A. § 1303(2). 
80 Knott v. Botany Worsted Mills, 179 U.S. 69, 21 Sup. Ct. 30 (1900). Knautn, 
op. cit. supra note 26, contains a collection of decisions on the distinction between 
“navigation and management” and “care and custody.” 
31 The Isis, 290 U.S. 333, 54 Sup. Cr. 162 (1933). 
82Tuckenbach v. W. J. McCahan Sugar Co., 248 U.S. 139, 39 Sup. Ct. 53 (1918). 
83 United States v. The South Star, 210 F.2d 44 (2d Cir. 1954). 
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the contract. Under the general maritime law, however, there is an implied 
warranty of seaworthiness in charter parties, just as there was under bills 
of lading issued by common carriers prior to Cogsa.84 The extent to which 
this warranty may be limited by the contract, the question as to burden of 
proof, and the requirement of seaworthiness for specific types of cargoes are 
all interesting questions that will continue to be litigated. 


VESSEL AND CREW 


Foreign Consuls; Internal Economy of Vessels; Seamen’s Wages 


We turn now from the relations of vessel and cargo to those of vessel 
and its personnel, which are becoming more and more complex. When an 
American vessel arrives in a foreign port and reports to the American 
consul, the latter must certify as to any desertions, discharges, or hirings 
of seamen. The consul is charged with the duty of enforcing the naviga- 
tion laws as to payment, care, hiring, discharge, and repatriation of seamen 
in foreign ports. Before the vessel returns to the United States from a for- 
eign port the master is responsible for securing consular and local bills of 
health and clearance, and he must have possession of the vessel’s documents. 
American consular officers deal with disputes on board American vessels 
which concern the internal order thereof, such as disputes over wages of 
seamen and seamen’s caveats as to safety or seaworthiness of the vessel. 
Before marine inspection was so thorough as it is today, many an old wooden 
crate was surveyed at the direction of an American consul upon request 
of the crew. In any case the rights of seamen of an American ship to make 
complaints to representatives of the United States in foreign ports have been 
long and carefully protected. Alien seamen in our ports have somewhat 
similar rights with respect to the consular officials of the country whose flag 
the ship flies. We have treaties with the other maritime nations on these 
matters which are by no means uniform, but many of the older treaties give 
consular officers the right to act as judges or arbiters in such differences as 
arise between the master and crew, without interference from local courts 
or other local authorities. As to controversies arising in American ports, 
where jurisdiction of consuls in these matters is made exclusive by treaty 
provision, the courts of the United States will not ordinarily take juris- 
diction.37 Ex Parte Anderson ** involved a master’s discipline of a seaman 


84 The Caledonia, 157 U.S. 124 (1895); Work v. Leathers, 97 U.S. 379 (1878); 
Jordan, Inc. v. Mayronne Drilling Serv., 214 F.2d 410 (5th Cir. 1954); New England 
S.S. Co. v. Howard, 130 F.2d 354 (2d Cir. 1942). 

85 Grumore & BLACK, THE Law or ADMIRALTY 182-83 (1957). 

86 1 Norris, LAw or SEAMEN 34 (1952). 

87 Jd. at 65. 

88 184 Fed. 114 (D. Me. 1910). See The Cambitis, 14 F.2d 236 (E.D. Pa. 1926); 
The Bound Brook, 146 Fed. 160 (D. Mass. 1906); The Marie, 49 Fed. 286 (D. Ore. 
1892). 








90 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


on a Norwegian vessel in which the court decided that it could not prosecute 
the. master because of the internal economy clauses of the treaty. Many of 
our maritime treaties are quite ancient. However, some of the more modern 
treaties concluded since World War I provide that the authority of the 
consul shall go no further than local law may permit.*® Other treaties have 
provided for concurrent jurisdiction of consuls and local courts, thereby 
enabling local courts either to decline jurisdiction where appropriate or to 
hear the case. The decisions on the question of discretionary jurisdiction 
are interesting but not uniform.‘ 

Congress has adopted comprehensive legislation to protect American 
seamen and some of this applies to alien seamen as well. These statutes deal 
with shipment of seamen, contracts of employment called shipping articles, 
time for payment of wages, accounting as to wages, continuous records of 
employment, crew quarters, medicines, nationality of crews, and offenses 
committed by seamen.*! The La Follette Seamen’s Act of 1915,* in its 
section 4, provides that every seaman on a vessel of the United States shall, 
upon request, be paid one-half of his accrued wages at each port where 
cargo is loaded or discharged, that stipulations in contracts that are to the 
contrary shall be void, that United States courts shall have jurisdiction, 
and that this section shall apply to seamen on foreign vessels while in harbors 
of the United States. This section was contrary to some of our treaties, 
thereby leading to some confusion, but notice of termination, in whole or 
in part of various treaties was given by our government.** Some treaties 
have been amended to conform to the La Follette Seamen’s Act. Even aside 
from termination of inconsistent treaty provisions, the United States Su- 
preme Court held in several cases that the statute prevails over the treaty 
because Congress can prescribe the conditions which attend the entrance 
of foreign vessels into our ports.44 Our courts will take jurisdiction upon 
petitions of a foreign consul to arrest and imprison seamen charged with 
crimes committed in the foreign country in order that they may be removed 
from the foreign flag vessel in a United States port for the purpose of 
repatriation.*® Of course, acts done ashore by alien seamen are subject to 


39 1 Norris, Law or SEAMEN 63 (1952). 

40 The Belgenland, 114 U.S. 355, 5 Sup. Ct. 860 (1885); Lakos v. Saliaris, 116 F.2d 
440 (4th Cir. 1940), The Estrella, 102 F.2d 736 (3d Cir. 1938). 

41 Much of this material is contained in 46 U.S.C.A. §§ 541-681 (1958). 

4238 Srat. 1164 (1915), 46 U.S.C.A. § 597 (1958). In 38 Srat. 1169 (1915), 46 
USS.C.A. § 601 (1958), there is an interesting provision for seamen’s protection, that 
seamen’s wages are not subject to attachment or garnishment, and may not be assigned 
prior to the accruing thereof. 

48 Romero v. International Terminal Operating Co., 244 F.2d 409 (2d Cir. 1957); 
1 Norris, Law or SEAMEN 95 (1952). 

44 Strathearn S.S. Co. v. Dillon, 252 U.S. 348, 40 Sup. Cr. 350 (1920); Patterson v. 
The Bark Eudora, 190 U.S. 169, 23 Sup. Cr. 821 (1903). 
45 Petition of Therianos, 171 F.2d 886 (3d Cir. 1948). 
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the jurisdiction of our courts where they effect the order and tranquility 
of our country and do not pertain solely to the internal order and economy 
of the vessel. A serious crime such as murder, even though committed by 
an alien on board a foreign vessel in a United States port, is subject to 
prosecution here.*® 


Personal Injuries Suffered by Foreign Seamen 


Alien seamen serving on foreign vessels have sometimes filed suits in 
our courts for personal injuries even though they may be entitled to work- 
men’s compensation, without proof of negligence, under the law of the 
vessel’s flag. Many maritime nations have workmen’s compensation laws 
applicable to seamen which do not require proof of negligence in order for 
a seamen to recover damages as does our Jones Act.‘7 Although the usual 
procedure is for the alien seaman to return to the appropriate foreign 
jurisdiction, and our courts are under no obligation to entertain jurisdic- 
tion, they have often assumed jurisdiction in such disputes between a foreign 
seaman and a foreign shipowner if a refusal to hear the case would result 
in undue hardship or denial of justice.4* The foreign law is usually proved 
and applied instead of our own substantive law, although in cases where the 
general principles of the foreign substantive law are comparable to our own, 
the courts often consider our local precedents, for example, in determining 
an amount to be awarded for pain and suffering.‘ There is some authority 
for the proposition that our law will be applied whenever any one of these 
elements is present: (a) the seaman is an American citizen; (b) the vessel 
is registered under the American flag; or (c) the vessel is owned by Ameri- 
can citizens.5° 


Foreign Seamen Under the Jones Act 


The leading case on whether or not the Jones Act can be applied is 
Lauritzen v. Larsen,®' decided by the Supreme Court in 1953. In this case 


46 Wildenhus Case, 120 U.S. 1, 7 Sup. Ct. 385 (1887). 

4741 Srat. 1007 (1920), 46 U.S.C.A. § 688 (1958). 

48 Plamals v. The Pinar Del Rio, 277 U.S. 151, 48 Sup. Ct. 457 (1928); Heredia v. 
Davis, 12 F.2d 500 (4th Cir. 1926); Samad v. Etivebank, 134 F. Supp. 530 (E.D. Va. 
1955); Cruz v. Harkna, 122 F. Supp. 288 (S.D.N.Y. 1954). 

49 Fletero v. Arias, 206 F.2d 267 (4th Cir. 1953) (Argentine seaman recovered on 
theory of unseaworthiness); Markakis v. Liberian, 161 F. Supp. 487 (S.D.N.Y. 1958) 
(Greek seaman signed articles in Germany, was injured in United States aboard vessel 
owned by Panamanian corporation flying Liberian flag, recovered under Liberian 
substantive law enforced in U.S. district court); Samad v. Etivebank, supra note 48 
(Pakistan seaman recovered under British flag substantive law, but damages for pain 
and suffering measured by American law). 

50 Decisions on these varying situations are discussed in Gmmore & BLAcK, THE 
Law or ApMIRALTY 388 (1957); 1 Norris, Law or SEAMEN 670-81 (1952). 


51 345 U.S. 571, 73 Sup. Ct. 921 (1953). 
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Larsen, a Danish seaman temporarily in New York, joined the crew of the 
“Randa,” a Danish flag vessel owned by a Danish citizen. The articles which 
Larsen signed provided that rights of crew members would be governed by 
Danish Law. While in Havana Harbor, Larsen was injured as the result 
of negligence of the shipowner, whereupon he filed suit in a United States 
district court at law with request for a jury trial. The defendant contested 
the jurisdiction of the court and the applicability of the Jones Act. It was 
shown that Denmark has a comprehensive code which protected Larsen’s 
rights as a seaman, and that our Jones Act conflicts with the policy of the 
Danish law. Denmark provides maintenance and cure for a fixed period of 
time and then workmen’s compensation for disability, neither of which is 
dependent upon proof of negligence. In a careful and thorough opinion, 
Mr. Justice Jackson discussed the weight to be accorded to the various 
contacts which might be relevant for the court to consider in making a 
decision as to what law will apply. These considerations were: (1) the place 
where the tort was committed; (2) the flag of the vessel; (3) the domicile 
of the seaman; (4) the nationality of the shipowner; (5) the place where 
the articles were signed; (6) the inaccessability of the foreign court; 
(7) the law of the forum. The court held that the Jones Act was not 
applicable on the particular facts of that case. The opinion stated: 


“We do not question the power of Congress to condition access to 
our ports by foreign-owned vessels upon submission to any liabilities it 
may consider good American policy to extract. But we find no justifica- 
tion for interpreting the Jones Act to intervene between foreigners and 
their own law because of acts on a foreign ship not in our waters.” 5? 


The question among others, was passed upon again by the United States 
Supreme Court in a decision announced on February 24, 1959, in the case of 
Romero v. International Terminal Operating Co.5® This Romero case was 
a suit under the Jones Act brought by a Spanish seaman, under Spanish 
articles against a Spanish vessel for an injury which occurred in an American 
port. The district court rendered an elaborate opinion and dismissed the 
complaint. The court of appeals affirmed on the basis of the district court’s 
opinion but also considered whether or not the treaty with Spain gave the 
Spanish seaman any substantive rights. The Supreme Court decision followed 
Lauritzen v. Larsen in holding that the Jones Act did not apply. This de- 
cision is much more significant for reasons other than its determination that 
the Jones Act does not apply to the injury of a foreign seaman in American 
waters under these circumstances. The majority opinion of Mr. Justice 
Frankfurter thoroughly deals with the question whether an admiralty case is 
within federal jurisdiction on the law side of the Court under 28 U.S.C. 


53 Jd. at 592-93, 73 Sup. Ct. at 933. 
58 358 U.S. 354, 79 Sup. Ct. 468 (1959). 
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§ 1331 as a cause arising “under the Constitution, laws, or treaties of the 
United States.” He holds that it is not such a cause. But the suit as to the 
three defendants other than the Spanish shipowner are sustained because of 
diverse citizenship and possibly “pendent jurisdiction.” These counts, there- 
fore, were sent back to the district court for trial, but the majority opinion 
says, “We are not called upon to decide whether the District Court may sub- 
mit to the jury the ‘pendent’ claims under the general maritime law in the 
event that a cause of action be found to exist.” 

Mr. Justice Brennan wrote a vigorous dissent. He would have sustained 
jurisdiction under sections 1331 and 1332 (on the basis of diversity) but 
would not apply the Jones Act here. Mr. Chief Justice Warren joined in 
this dissent. Mr. Justice Black agreed with the Brennan dissent but would 
have gone farther and would have allowed the suit of shipowner under the 
Jones Act. Mr. Justice Douglas agreed with the Black dissent except that 
he thought the facts here distinguished the case from Lauritzen v. Larsen, 
whereas Mr. Justice Black expressed the belief that that decision was wrong, 
too. This case has properly settled some points while opening up some new 
uncertainties. We shall have to watch with interest what the future holds 
for the idea of “pendent jurisdiction.” 


American Seamen Yesterday and Today 


In American admiralty law seamen have always been entitled to receive 
maintenance and cure if they are injured or become sick while they are 
employees. This right is not dependent upon negligence or upon the dis- 
ability being related to shipboard duties, but is not given if caused by the 
seaman’s own willful misconduct. One of the earliest American legal ex- 
planations of the shipowner’s duty to provide maintenance and cure is Judge 
Story’s long opinion rendered in 1823 in the case of Harden v. Gordon.™ 
This was a libel for subtraction of wages and for expenses of a seaman’s 
illness in a foreign port. The ship’s articles contained a clause that the crew 
agree to pay for all medicines and medical aid beyond what the medicine 
chest afforded. Judge Story allowed recovery of both claims, discussed 
maintenance and cure, and then made the oft quoted statement: 


“Every court should watch with jealousy an encroachment upon the 
rights of seamen, because they are unprotected and need counsel; be- 
cause they are thoughtless and require indulgence; because they are 
credulous and complying; and are easily overreached. But courts of 
maritime law have been in the constant habit of extending towards them 
a peculiar, protecting favor and guardianship. They are emphatically 
the wards of the admiralty; and though not technically incapable of 
entering into a valid contract, they are treated in the same manner, as 
courts of equity are accustomed to treat young heirs, dealing with their 


%4 11 Fed. Cas. 480 (No. 6047) (D. Me. 1823). 
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expectancies, wards with their guardians, and cestuis que trust with their 
trustees.” 55 























The days of hard tack and lime juice, of short and wormy rations, have 
gone the way of the sailing vessels; the unhappy crimp, the cat of nine tails, 
and Captain Bligh ®* are only found in funny songs or in interesting movies 
which modern sailors see during their modern voyages. Lumberjacks were 
a class of rough and ready, hard-boiled fellows, too, but they never were 
compared to young heirs needing a guardian. Somebody would have been 
shot.57 A seaman today would not recognize a vessel of circa 1823 when 
Judge Story called seamen what he did in Harden v. Gordon, but the legal 
principle lingers on.5® Just as science and engineering have changed the 
nature of vessels, so have education and social legislation changed the nature 
and the duties of the average man who serves on an American vessel, not to 
mention what the labor union does in collective bargaining and in other 
directions. Yet there is a cultural lag in the retention of the idea that the 
seaman is a “ward” which has enabled some seamen to have their own re- 
leases set aside 5° and has made it possible for others to build up damage 
claims in litigation based on most extraordinary allegations of either negli- 
gence or unseaworthiness.®° Also there are maintenance awards in some 
strange situations.®! Aside from maintenance and cure, there have been so 
many changes in the rights of seamen and other maritime workers in the last 
forty years that a careful look at one of the famous cases is in order. That 
case is The Osceola,®? decided by the Supreme Court in 1902. Here the 
libelant was an injured seaman who alleged that an improvident order of 
the master to raise the gangway by using a derrick while the vessel was 
under way in a strong wind caused the derrick to fall and injure libelant. 
There was no unseaworthiness charged nor indicated in the proofs. The 
suit was for damages and for maintenance and cure. After review of 



















55 Id. at 485. 
56 Dana, Two Years Berore THE Mast (1840); Metvitre, Mosy Dick c. 33 (1834); 
Ducan, THe Great Iron Sup (1953). 

57 Hotsrook, Hoty Otp Mackinaw 43, 92, 258 (1957). 

58 Farrell v. United States, 336 U.S. 511, 69 Sup. Ct. 707 (1949). 

59 Garrett v. Moore McCormack Co., 317 U.S. 239, 63 Sup. Ct. 246 (1942). 
6 Repsholdt v. United States, 205 F.2d 852 (7th Cir. 1953). 


61 Loistenen v. American Export Lines, 83 N.Y.S.2d 297 (1948). A seaman on 
shore leave jumped out of the window of a woman’s apartment when a man, pre- 
sumably her husband, showed up suddenly. He broke a leg, for which he recovered 
maintenance and cure from his employer. Professor Brainerd Currie of the University 
of Chicago Law School has briefed this case in poetry. The following is a sample 
stanZa: 













“Carlin, J., presided and he saw the issue clear, 

He had the glitt’ring vision of a bright-eyed mariner; 
I know Eino was naughty, I know he made a slip, 

But all that Eino did was in the service of the ship.” 


62 189 US. 158, 23 Sup. Cr. 483 (1903). 
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American and foreign authorities, Mr. Justice Brown made this classic sum- 
mary of the law of seamen: 


“Upon a full review, however, of English and American authorities 
upon these questions, we think the law may be considered as settled 
upon the following propositions: 


“1, That the vessel and her owners are liable, in case a seaman falls 
sick, or is wounded, in the service of the ship, to the extent of his 
maintenance and cure, and to his wages, at least so long as the voyage 
is continued. 

“2, That the vessel and her owner are, both by English and American 
law, liable to an indemnity for injuries received by seamen in conse- 
quence of the unseaworthiness of the ship, or a failure to supply and 
keep in order the proper appliances appurtenant to the ship. 

“3, That all the members of the crew, except, perhaps, the master, 
are, as between themselves, fellow servants, and hence seamen cannot 
recover for injuries sustained through the negligence of another member 
of the crew beyond the expense of his maintenance and cure. 

“4, That the seaman is not allowed to recover an indemnity for the 
negligence of the master, or any member of the crew, but is entitled 
to maintenance and cure, whether the injuries were received by negli- 
gence or accident.” ® 


Of course, a lot of water has gone under the bridge since these principles 
were expressed in 1902. 

The LaFollette Seamen’s Act, section 20, attempted to abolish the 
fellow servant doctrine.** But the Supreme Court held in Chelentis v. 
Luckenback S.S. Co. that regardless of the fellow servant rule there could 
be no recovery for injury caused by negligence of the master or crew, and 
that there is a distinction between negligence and unseaworthiness as a basis 
of recovery. At that time state workmen’s compensation statutes were 
being held invalid as to marine workers, on the principle that this would 
violate the uniformity and harmony of the admiralty law, in Southern Pacific 
v. Jensen ® and the line of cases which followed. Accordingly, in 1920 
Congress adopted the Jones Act ® and in 1927 the Longshoremen and 
Harbor Workers’ Compensation Act.** These cases and these statutes repre- 
sent high spots in volumes of long, intricate, and involved reasoning, and a 
generation or more of litigation when it would have been preferable for a 


63 Jd. at 175, 23 Sup Ct. at 487. 

38 Srat. 1185 (1915). 

8 247 US. 372, 38 Sup. Crt. 501 (1918). 

% 244 USS. 205, 37 Sup. Cr. 524 (1917). 

87 41 Srat. 1007 (1920), 46 U.S.C.A. § 688 (1958). 


6844 Srat. 1424-46 (1927), 33 U.S.C.A. $§ 901-48 (1957). See Davis v. Department 
of Labor, 317 U.S. 249, 63 Sup. Ct. 225 (1942), for “twilight zone” between federal 
and state compensation acts. 
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seaman to receive workmen’s compensation than to have a claim which had 
to be supported by proof of negligence. The world of the seaman and of 
the shipowner is out of joint today. There seems to be no common-sense 
common ground such as might be achieved through passage of an adequate 
Federal Compensation Act for seamen and repeal of the Jones Act. Two of 
the important aspects of this problem in today’s litigation are: (1) what 
evidence will be sufficient to raise a jury question as to negligence, and 
(2) whether or not a worker is a seaman. The Supreme Court has reviewed 
many cases on these points in the past decade. It has held that if a sea 
cook cuts his hand with a butcher knife while serving ice cream it is a jury 
question as to whether or not the shipowner is at fault for not providing 
something more powerful than the usual ice cream scoop for use when ice 
cream has been left too long in a deep freeze.® It is a jury question whether 
a land-based laborer on a suction dredge attached to shore is a seaman,’° 
or if the operator of a pile driver on a Texas tower fastened firmly to the 
bottom is a seaman.” 

The foreign shipowner, equally with the American, is in a state of con- 
fusion about longshoremen and other maritime workers who are not seamen 
but are employed by independent contractors to work on board a vessel. 
They are entitled to compensation irrespective of fault under the Long- 
shoremen’s Act but may elect to sue third-party tortfeasors. In case of 
injury on board a vessel, suit is often filed alleging an absolute duty to pro- 
vide a seaworthy vessel, and a breach thereof. The development of the law 
in this field is another long story, but it can be summarized. There was dicta 
in The Osceola 7 that a seaman can recover damages if injured as the result 
of an unseaworthy condition. In 1944 the case of Mahnich v. Southern S.S. 
Co.78 held that this liability was absolute whether the shipowner was at fault 
or not. In 1946, Seas Shipping Co. v. Sieracki™ extended this right to a 
longshoreman, who was entitled to compensation from his employer’s in- 
surance carrier but who had sued the vessel owner as a third-party tort- 
feasor. Then in 1952 Halcyon Lines v. Haenn Ship Ceiling & Refitting Co. 
held that where the shipowner and the stevedore contractor are both at fault 
for the longshoreman’s injury there can be no contribution; the shipowner 
pays. Pope & Talbot v. Hawn” says that contributory negligence under 
state law is no defense even where the action is in the state court. In 1956 




























69 Ferguson v. Moore-McCormack Lines, Inc., 352 U.S. 521, 77 Sup. Ct. 457 (1957). 
7 Senko v. LaCrosse Dredging Corp., 352 U.S. 370, 77 Sup. Ct. 415 (1957). 

71 Grimes v. Raymond Concrete Pile Co., 356 U.S. 252, 78 Sup. Ct. 687 (1958). 

72 189 U.S. 158, 23 Sup. Ct. 483 (1903). 
78 321 U.S. 96, 64 Sup. Cr. 455 (1944). 
7 328 U.S. 80, 66 Sup. Ct. 872 (1946). 
7 342 U.S. 282, 72 Sup. Ct. 277 (1952). 
76 346 U.S. 406, 74 Sup. Cr. 202 (1953). 




















SPRING] ADMIRALTY AND MARITIME LAW 97 
came Ryan Stevedoring Co. v. Pan Atlantic Steamship Co.," holding that 
where the unseaworthy condition was caused by the stevedore contractor, 
and where the shipowner was liable because of his non-delegable duty to 
provide a seaworthy vessel, the shipowner may recover indemnity from 
the stevedore contractor. This, it was held, differs from contribution among 
joint tortfeasors and is based on an implied contract safely to load or unload 
a vessel. So the stevedore contractor pays the damages despite the Long- 
shoremen’s Act which says that his only liability shall be to provide com- 
pensation. This is a logical result of the expansion of the seaworthiness 
obligation, as occurred in Mabnich v. Southern S.S. Co. It is now clear that 
where the stevedores bring into play an unseaworthy condition, no matter 
how the unseaworthiness originated, a shipowner that is held liable to the 
longshoreman may recover over against the stevedore. This is the decision 
in Crumady v. Joachim Hendrik Fisser announced by the Supreme Court 
on February 24, 1959.77 

Since January 1959, a new element of uncertainty must be dealt with, 
at least in the State of Oregon. The Supreme Court allowed a worker on a 
gravel barge who was injured on navigable water to recover under com- 
mon-law negligence principles, the employer having provided insurance 
only under the Longshoremen’s Act and not under the Oregon Workmen’s 
Compensation Act.78 The work was said to be maritime but local, within 
the “twilight zone,” where state workmen’s compensation could validly 
be provided by state law under the Jensen rule. Heretofore, as stated in 
Justice Stewart’s dissent, no one supposed that either Davis v. Department 
of Labor™ or the federal statute allowed an employee to spurn federal 
compensation and submit his claim to a state court. The whole subject of 
the rights of marine workers, which became more and more confused after 
Mabnich v. Southern S.S. Co.,® is in a state of involution such as never be- 
fore existed, and we are awaiting further expressions from the courts and 
from the Congress. This ancient, stable, not to say moth-eaten, subject of 
maritime law has been turned inside out and shaken with a vengeance. 


THE VESSEL 
Maritime Liens 


Courts and text book writers have said that a vessel has a personality 
of its own, because it may incur liabilities represented by maritime liens 


7 350 U.S. 124, 76 Sup. Ct. 232 (1956). 

7 358 U.S. 423, 79 Sup. Cr. 445 (1959). 

78 Hahn v. Ross Island Sand & Gravel Co., 358 U.S. 272, 79 Sup. Ct. 266 (1959). 

7 317 US. 249, 63 Sup. Cr. 225 (1942). 

80 321 US. 96, 64 Sup. Cr. 455 (1944). In January 1959 the Supreme Court heard 
arguments in Crumady v. Joachim Hendrik Fisser, 249 F.2d 818 (3d Cir. 1957), as to 
whether or not a vessel-owner is liable for a stevedore contractor’s negligence in rigging 
ship’s gear. 
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while its owner remains faultless,*1 and the vessel may be sued either with 
or without its owner as a party litigant. The maritime lien is a secret lien, 
not requiring the lienor to have possession, but it loses priority to later liens 
if not seasonably enforced. Unless barred by laches it will remain valid in 
the hands of a bona fide purchaser. Common-law proceedings will not di- 
vest the vessel of a maritime lien and it may be enforced only by a pro- 
ceeding in rem in admiralty. Such liens arise out of contracts and torts, 
provided they are maritime and involve the vessel itself as distinguished 
from the business generally of the shipowner.®? There is a morass of court 
decisions on the subject of lien priorities which can be researched by any 
one having time on his hands.** During the depression of the 1930’s this 
phase of law was exercised vigorously, but in today’s brisk inflationary 
times the importance of lien priority has receded. Under the lien statute of 
1910, as amended in 1920,* any person will have a lien for furnishing repairs, 
supplies, towage, use of dry dock, or other necessaries to a vessel on order 
of someone having authority from the owner, or on the order of a person 
to whom the management of the vessel at the port of supply is entrusted. 
It seems that if a charter party contains a positive prohibition against a 
charterer incurring liens, such a restriction will be upheld.® 

















Collision 


The International Rules,®* applicable on the high seas, and the Rules for 
the Great Lakes and their Connecting and Tributory waters,’7 must be 
accurately and intelligently followed, for if a rule is violated and a collision 
occurs, a heavy burden is placed upon such vessel to show that the violation 
could not have contributed to the disaster.8* Very frequently in collision 
cases there is fault on the part of both vessels. The doctrine in American 
admiralty courts has been long established that damages are equally divided 
in such mutual fault situations.8® Most of the other maritime nations have 
ratified the Brussel’s Convention of 1910, which adopts a comparative 

















81 Homer Ramsdell Tr. Co. v. La Compagnie General Transatlantique, 182 U‘S. 
406, 21 Sup. Ct. 831 (1901); The China, 74 U.S. 53 (1868). See discussion of liens in 
Gitmore & Brack, THe Law or ApMiratty c. IX (1957). 

82 Piedmont & George’s Creek Coal Co. v. Seaboard Fisheries Co., 254 U.S. 1, 41 
Sup. Ct. 1 (1920). 

83 Ropinson, ADMIRALTY Law 357-466 (1939), ably summarizes the authorities on 
this subject of maritime liens. 

8441 Srat. 1005 (1920), 46 U.S.C.A. §§ 971-75 (1958). 

85 Dannebrog v. Signal Oil & Gas Co., 310 U.S. 268, 60 Sup. Cr. 937 (1940); United 
States v. Carver, 260 U.S. 482, 43 Sup. Crt. 181 (1923). 
88 65 Stat. 408 (1954), 33 U.S.C.A. §§ 144-47d (1957). 
87 28 Stat. 645 (1895), 33 U.S.C.A. §§ 241-95 (1957). 
88 The Pennsylvania, 125 U.S. 125 (1873). 
8° The Max Morris, 137 U.S. 1, 11 Sup. Cr. 29 (1890). 
9 See RoBINSON, ADMIRALTY 854 (1939), for a discussion of the Brussels Convention. 

















SPRING] ADMIRALTY AND MARITIME LAW 99 


negligence rule to determine damages according to degrees of fault; but 
we have not ratified this convention and, therefore, this rule is not followed 
as to collisions in American waters. Maritime liens on offending vessels can 
be enforced by libels in rem, in personam, or both. A vessel that is libelled 
in a collision case usually files a cross libel in order that its own damages 
may be taken into consideration by the court.®! There are occasional cases 
in which the vessel may be liable in rem without any liability of an owner 
or bare boat charterer, as for instance if the fault is that of a compulsory 
pilot.®? In personam liability of a shipowner may be enforced in a common- 
law court, but this remedy is rarely pursued because the Supreme Court in 
Belden v. Chase ® said that the common-law rule of contributory negligence, 
not followed in admiralty, will nevertheless bar recovery in a common-law 
court. It is probable that the rule of that case will be overthrown when it 
next comes before the Supreme Court, if it is not already gone, there being 
dicta against it in several cases not involving collision ®* which may also 
be applicable to collision cases. 
Limitation of Liability 

In order to encourage American shipping to put us on a competitive 
footing with Great Britain, and in order to do what some other maritime 
nations had done, Congress in 1851 adopted a loosely phrased limitation of 
liability law,® patterned after a statute of the State of Maine, but in prin- 
ciple like British law. This act was practically a dead letter for twenty years 
and was then construed in Norwich & N.Y. Transportation Co. v. Wright, 
in an opinion which took up the history of the limitation principles and 
stated their purposes in the American scheme of maritime commerce. 
The act has been amended several times and the procedure to be followed 
is set forth in the Admiralty Rules of the Supreme Court. In general, it 
enables a shipowner whose managing officers are not at fault to limit his 
liability to the value of what remains of the vessel plus her pending freight. 
As to loss of life and personal injury claims on certain types of vessels, the 
shipowner must provide a fund equal to $60 per gross ton of the vessel’s 
registered tonnage, pursuant to a 1935 amendment. This limitation law has 
been amended several times since 1871 and has been liberally construed in 
numerous decisions which recite its purpose to encourage investment in 
vessels, What constitutes “privity and knowledge” that will defeat limita- 


*1 Reynolds v. Vanderbilt (The North Star), 106 U.S. 17, 1 Sup. Ct. 41 (1882). 


®2 Homer Ramsdell Tr. Co. v. La Compagnie Gen. Transatlantique, 182 U.S. 406, 
21 Sup. Ct. 831 (1901); The China, 74 U.S. 53 (1868). 

3 150 U.S. 674, 14 Sup. Cr. 264 (1893). 

% Pope & Talbot, Inc. v. Hawn, 346 U.S. 406, 74 Sup. Ct. 202 (1953); W. E. 
Hedger Transp. Corp. v. United Fruit Co., 198 F.2d 376 (2d Cir. 1952). 


% Rev, Stat. § 4281 (1875), 46 U.S.C.A. $$ 181-89 (1958). 
% 80 U.S. (13 Wall.) 104 (1871). 
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tion has been litigated extensively so that there are many decisions which 
attempt to define this phrase.*? Foreign vessels can avail themselves of this 
law as stated in The Titanic ** and as later provided specifically by one of 
the 1935 amendments to the statute. A celebrated limitation case grew out 
of the 1915 capsizing of the “Eastland” in the Chicago River with the loss 
of about 800 lives. Limitation was granted but twenty years of litigation 
had ensued before the final limitation decree was entered.®® 

Under the limitation of liability laws, a shipowner surrenders the vessel 
or its value after the accident but need not surrender the proceeds of in- 
surance; nor is the liability insurance of the shipowner available for pay- 
ment of claims beyond the amount of the limitation fund, if the shipowner 
is granted a decree of limitation. This rule as to insurance stems from the 
City of Norwich, where the Supreme Court said that a shipowner should 
be permitted to contract with his insurance company for indemnity against 
loss of his investment. This principle has been threatened, if not severely 
shaken, by an interpretation of the Louisiana direct action statute which 
authorized suits against liability insurers by injured claimants. This interesting 
case is Maryland Casualty Co. v. Cushing, which was before the Supreme 
Court in 1954 but was sent back to the district court so that the question of 
direct action would await completion of the proceeding in which the ship- 
owner was seeking to limit liability. The Supreme Court was divided 4-4-1, 
that is to say, four favored denying direct action, four favored immediate 
recovery under the direct action law, and one favored a policy of wait and 
see. Therefore, the only way to break the deadlock was to send the case 
back in accordance with the opinion of the single justice who wanted to 
be sure that the direct action should not interfere with the federal limita- 
tion proceeding. One cannot say with any great assurance what the Cushing 
case stands for, although there is an opportunity for proctors to do some 
intelligent guessing in several directions. 
























ADMIRALTY PROCEDURE IN GENERAL 


Section 9 of the Judiciary Act of 1789, as amended in 1948 and 1949,12 
provides that United States district courts shall have original jurisdiction, 
exclusive of the courts of the states, of “any civil case of admiralty or mari- 
time jurisdiction, saving to suitors in all cases all other remedies to which 
they are otherwise entitled.” This statute implements the jurisdictional 











* The Seminole, 317 U.S. 406, 63 Sup. Ct. 291 (1943); The Linseed King, 285 U.S. 
502, 52 Sup. Ct. 450 (1932); Hutchinson v. Dickie, 162 F.2d 103 (6th Cir. 1947); The 
Cleveco, 154 F.2d 605, (6th Cir. 1946). 

8 233 U.S. 718, 34 Sup. Ct. 754 (1914). 

% The Eastland, 78 F.2d 984 (7th Cir. 1935). 

100118 U.S. 468, 6 Sup. Cr. 1150 (1886). 

101 347 U.S. 409, 74 Sup. Cr. 608 (1954). 
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grant of article III, section 2 of the United States Constitution and also 
provides that suitors shall have alternative rights to pursue a common-law 
remedy in state courts. Prior to 1948 this “saving clause” provided that 
suitors should have the right to a “common-law remedy where the common 
law is competent to give it.” The new language probably does not enlarge 
the jurisdiction of the state courts in comparison to the former saving clause. 
By broadly generalizing, it may be said that the enforcement of maritime 
liens remains exclusively in admiralty courts, that actions in personam may 
be filed either in admiralty in personam in a federal court, or at common 
law in the state court, or on the civil side of a federal court if in such latter 
case the requirements as to diversity of citizenship and jurisdictional amount 
exist. There are exceptions to this general statement resulting from special 
statutes such as the Ship Mortgage Act !°8 and the Jones Act. 

The Supreme Court promulgated the Rules of Practice in Admiralty 
and Maritime Cases,!°* which have the force of statute 1° and must be ob- 
served in admiralty cases in United States district courts and in the courts 
of appeal. District courts have also made rules to regulate their admiralty 
practice, several districts, including the Southern District of New York and 
the Northern District of Illinois, having undertaken to adopt the Federal 
Rules of Civil Procedure insofar as they are not inconsistent with statute 
or with the admiralty rules of the Supreme Court.’ Civil actions in ad- 
miralty are commenced by the filing of a libel, which may be in rem, in 
personam, or both. Limitation of liability proceedings are started by a 
petition, following detailed procedures set out in the admiralty rules. The 
rules as to pleadings, practice, and procedure in admiralty cases are not 
complicated. Benedict on Admiralty 1 contains a thorough discussion of 
jurisdiction and procedure together with many sample forms of libels, 
answers, petitions, decrees, and other forms of practice. Civil cases of 
admiralty jurisdiction are tried by a federal judge without a jury, except 
that in certain situations involving interstate voyages on the Great Lakes 
a jury can be demanded.!* This is due to a quirk in our law which arose 


108 41 Sra. 1000 (1920), 46 U.S.C.A. §§ 911-61 (1958). 

104 Rev. Stat. § 913 (1875), 28 U.S.C.A. (1950). 

105 The General Pershing, 84 F.2d 273 (9th Cir. 1936). 

106 2 Benepict, THe Law or ApMIRALTY § 222b (6th ed. 1940). On March 31, 1959, 
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863-65 (1875)), which may be found as a footnote in 28 U.S.C.A. § 1781. The Atlass 
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in 1845 when Congress thought it necessary to extend admiralty jurisdiction 
to the Great Lakes by a special statute. The famous case of The Genesee 
Chief v. Fitzhugh held that the constitution had already accomplished 
that extension beyond the ebb and flow of the tide, but the jury trial clause 
has never been repealed. It is inapplicable to international voyages, and the 
courts construe it strictly, for example, holding that it does not apply to 
maintenance and cure.1!° 


Effect of State Statutes 


A phase of maritime practice which is far more complicated than plead- 
ings in an admiralty case is the effect of state statutes upon maritime law 
and to what extent state courts may enforce rights against vessels. Some 
states have extensive legislation dealing with various aspects of shipping. 
Generally speaking, such statutes are invalid if in actual conflict with federal 
statutes or with general maritime law.1!1_ Where Congress has not spoken 
and the state act is not contrary to the uniformity of maritime law, a state 
statute on this subject will be valid.142 Here again there is a “twilight 
zone” 148 of situations where the effect of state law is uncertain and must 
be determined case by case. Many state statutes that supplement the mari- 
time law have been upheld, such as those giving a right of action for wrong- 
ful death,1!* giving liens on water craft if enforced in admiralty, and regu- 
lating the use of docks and harbors if not in conflict with federal laws or 
regulations,145 

On the other hand, state workmen’s compensation laws have been 
taboo for seamen and for other marine personnel unless perhaps they work 
in the “twilight zone,” all of this stemming from the famous Jensen case,1¢ 
which stated the principle that the admiralty law must be uniform in its 
application throughout the country. The application of that principle to 
workmen’s compensation, as was done in that case, was unfortunate, but 
generally speaking, the principle is salutary. The latest landmark case on 
the subject of uniformity is Wilburn Boat Co. v. Fireman’s Fund Ins. Co.,!7 
decided in 1955. That case held that a state statute which provided that the 
breach of a warranty in an insurance policy shall be no defense unless the 
breach thereof contributes to the loss, applied to a marine hull policy despite 
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SPRING] ADMIRALTY AND MARITIME LAW 103 


a long line of marine insurance precedents to the contrary. The opinion is 
long and involved, and there are several dissents, but the essence of the de- 
cision is expressed in the simple sentence, “In the field of maritime contracts 
as in the field of maritime torts the national government has left much 
regulatory power to the states.” Without doubt there are areas in our 
maritime system which require clarification and uniform application through 
enactment of new federal laws, but no one can deny that at the present 
juncture the maritime law in this country presents some fascinating ques- 
tions to be solved. 


Harsors AND IMPROVED CHANNELS; LOCAL, STATE, AND 
FEDERAL GOVERNMENTS 


The federal government has paramount authority over the improve- 
ment of navigable streams and other navigable waters.!48 This control, as 
it relates to matters affecting navigation as distinguished from irrigation or 
fishing, for example, is delegated to a large extent to the Army Corps of 
Engineers.!2® In these matters the rights of the states are subservient to those 
of the United States, but agencies of both governments issue permits before 
marine construction or alterations of navigable channels commence. Where 
a state holds title to the bed of a lake it holds such title in a trust relationship 
for the people. Conveyance to a railroad of submerged land in Lake Michi- 
gan, where Grant Park is now located, was beyond the power of the state.!2° 
Control over mooring in yacht harbors as a service function by local govern- 
ment ?2! and location of a filtration plan in a federally-improved harbor have 
been held valid.122 The authority of cities in matters of navigable channels 
pertains principally to police powers, but in any event such powers depend 
upon the city charter and state statutes delegating authority. “Service 
powers” of municipalities, as distinguished from the traditional police 
powers, have been expanded in recent years.'23 Regulatory powers, both 
federal and state, have also been exercised more fully. One can say positively 
that no government has shrunk or receded in any sphere of activity during 
the past twenty-five years. 

This trend may cause more and more frequent clashes between federal 
and state regulation. The power of Congress to exercise control over opera- 
tions in interstate commerce is, of course, well established, but the problems 
arise where the federal government has only partially exercised its power. 
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There are decisions holding that rather minimal regulation by the United 
States which conflicts with state regulation, either specifically or by impli- 
cation, makes the state regulation inoperative.!24 We will certainly be called 
upon to deal with these questions again and again; to study the modern line 
of cases that trace back to Gibbons v. Ogden.1*5 

Many service activities that are extremely important to shipowners and 
shippers alike are only partly maritime. The operation of highway bridges 
over navigable channels within the city limits of Chicago is in point. Keep- 
ing Chicago bridges closed at rush hours for needs of surface traffic was 
once a bone of contention in court !#* and out. For many years certain 
marine services and some measure of regulation have been provided by a 
harbor engineer and a harbor master in the City Department of Public 
Works. These marine activities were delegated to a Port Director in 1955, 
further responsibilities were added, and then in 1958 a new branch was 
established to deal with port matters. This will attend to city-owned dock 
and harbor facilities and will perform other duties as required by municipal 
ordinances. There are other municipal corporate bodies and governmental 
agencies that have been created under state legislation to perform specific 
services. With respect to marine matters, those which are of considerable 
importance include the Chicago Regional Port District,!2* the Sanitary 
District, and the Chicago Park District. 


Who Is at THE HELM? 


At times, the maritime client, domestic or foreign, will be completely 
frustrated in a maze of overlapping governments. He should be reminded 
at such times that our system of government is one of checks and balances, 
that too much power in one person or one bureau might be worse than 
what we have. But without inviting the danger of dictatorship, we should 
certainly try to eliminate some of the duplication, the overlapping of both 
regulatory and service departments of government. Now that we are be- 
coming more international in all our Great Lakes ports there is added 
reason why we should seriously undertake such reforms. 
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The ends and means of government in promoting international com- 
merce... 


“We would be doing ourselves a great disservice if we mini- 
mized the zeal and tenacity with which the Russians are de- ; 
veloping the economic phases of their struggle for world 

domination. We would be doing ourselves a greater dis- 
service if we did not realistically assess the resources at our i 
command, our own tradition of courage and resoluteness, i 
and our own unflagging confidence that we can overcome 
the campaign against our values and our economic survival.” 


UNITED STATES FOREIGN TRADE 
AND INVESTMENT POLICIES | 


BY C. DOUGLAS DILLON * 
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THE BELIEFS AND INSTITUTIONS which have given a distinctive 
character to our way of life in the free world today face three great chal- 
lenges. 

There is the challenge of imperialistic Soviet communism—military, : 
psychological, and economic—a challenge made more acute by the efforts | 
of the communist bloc to play upon the aspirations of the newly emerging 
nations. 

There is the challenge of the less industrialized countries of Latin 
America, Africa, the Middle East, and Asia. These countries challenge us 
to show that the principles which have made our economy strong and ex- 
panding can be successfully employed by them in improving their present 
lot. 

And there is the ever-present internal challenge; the need to adapt old | 
ideas to meet new situations. We are now well along in the last half of the 
twentieth century, in a situation growing out of two world wars, a world 
depression, and the world population explosion. We must assure that the 
abundant material resources at our command are used wherever necessary 
to raise living standards to a decent level, through means that allow us to 
continue to live as free men. It is the purpose of this article to examine some 
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of the ways in which we are meeting these challenges in the conduct of our 
foreign economic policy. 


GENERAL OBJECTIVES OF AMERICAN ForEIGN Economic Po.icy 


The promotion of the economic strength of the United States has been 
a traditional foreign policy objective. It is to this end that we have con- 
tinuingly sought to expand foreign markets for American products, to in- 
sure ready access to overseas sources of goods needed by our economy, to 
permit the nation to take reasonable advantage of the economies which flow 
from specialized production throughout the world, and to improve the 
conditions under which Americans trade and invest abroad. 

A second objective, which has become of major importance since 
World War II, is the promotion of economic strength throughout the free 
world. We of course recognize that a prosperous world brings economic 
advantages to our own country. Of more fundamental importance, however, 
is the economic growth that is prerequisite to the establishment and main- 
tenance of stable, peaceful, and friendly governments abroad. Economic 
stagnation is a source of unrest which can threaten political stability and, 
eventually, the peace of the world. The men who bear the burden of 
leadership in most of the less-industrialized countries are under tremendous 
pressure to bring the living standards of their countrymen up to a decent 
subsistence standard. I have visited many of these countries and talked to 
their leaders. A fresh wind is sweeping through them. Their peoples are 
no longer content to sit back and envy the more developed countries. They 
have been caught up in what has been aptly described as the revolution of 
rising expectations. Their leaders are desperately trying to meet these ex- 
pectations. They need our help in their great effort. Failure of these coun- 
tries to achieve reasonable economic progress would provide a welcome op- 
portunity to international Communism, which is sparing no effort to con- 
vince these peoples that Communism is the path to progress. If these nations 
with their millions of people should be lost to the free world, it would con- 
stitute a staggering blow to our national security and well-being. 

The third basic objective of our foreign economic policy is the build- 
ing and maintenance of cohesion in the free world. Our present foreign 
policy is built upon a web of relations among virtually all of the free nations. 
Without adequate economic support these ties would be weak and unre- 
liable. For most countries, it is vital to have adequate access to foreign 
markets and foreign sources of basic materials and capital. The welfare of 
their people depend on it. This is especially important for the developing 
countries of Asia, Africa, and Latin America, which are heavily dependent 
upon the sale of a few basic commodities. By working together with other 
free world countries for their economic advancement and for the building 
of a durable and just international economic order, we can do much to 
achieve our broad aspirations as a nation. 
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FUNDAMENTAL Economic Po ticles 


The range of economic matters that are dealt with in our international 
relations today is wide and varied. They include the complex and difficult 
field of aviation policy, problems of shipping, telecommunications, disposal 
of agricultural surpluses, East-West trade, and special problems with respect 
to key commodities such as petroleum, cotton, wheat, coffee, rubber, tin, 
aluminum, lead, and zinc. These and other economic subjects appear on the 
daily agenda of our foreign affairs establishment. The framework within 
which these specialized problems are considered, however, is provided by 
three fundamental economic policies: (a) the expansion of trade in goods 
and services through the gradual and reciprocal reduction of government 
and private barriers; (b) the promotion of private American investment 
abroad; and (c) the provision of economic and technical assistance. 


The Expansion of Trade 


Among the harmful consequences of artificial barriers to trade are the 
wastage of resources, the raising of prices, and the denial to efficient pro- 
ducers of their just rewards. In the past these artificial barriers to trade 
have seriously impaired the health of international commerce, to the detri- 
ment of the United States and other nations. That is why the removal of 
trade barriers and the promotion of trade are at the core of our foreign 
economic policy. 

This task is undertaken primarily through the trade agreements pro- 
gram, including the General Agreement on Tariffs and Trade (GATT), 
and through the International Monetary Fund (IMF). The GATT is the 
most comprehensive trade agreement ever negotiated for the reduction of 
barriers to world trade. Thirty-seven countries participate in the GATT, 
including the United States, the countries of the British Commonwealth, 
most of the Western European countries, and some Latin-American and 
Asian nations. The trade of these countries accounts for more than 80 per 
cent of all international trade. More than 50,000 product classifications are 
covered by tariff items listed in the GATT schedules, and it is estimated 
that those items cover over half of all world trade. In addition, the general 
provisions of GATT provide rules and principles to safeguard and supple- 
ment the scheduled tariff concessions. The renewal by Congress last year 
of the Reciprocal Trade Agreements Act for a period of four years is 
striking evidence of our intention to use the GATT to eliminate artificial 
barriers to free trade. 

Through the International Monetary Fund, the United States and the 
other fifty-seven members seek to promote a sound financial basis for the 
development of international economic relations, to provide short-term 
financial assistance to countries temporarily deficient in foreign currencies, 
and to eliminate government restrictions on international payments. The 
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standards of the Fund respecting foreign exchange and international pay- 
ments express the belief of the member-governments that multilateral ap- 
plications of acceptable and fair rules are necessary to prevent restrictive 
measures taken by one or more countries from spreading, and thus increasing 
the difficulties of others. 

Both GATT and IMF now exist for friendly nations to use in consider- 
ing the differences that frequently arise among them in the area of trade 
and payments. These difficulties are usually created by the historically 
familiar efforts of nations to protect their industrial, agricultural, and fi- 
nancial resources through measures injurious to other countries. 

In any consideration of ways and means of expanding international 
trade, account must also be taken of United States policies designed to re- 
duce or eliminate non-governmental barriers to trade. Our policies to 
enforce conventions against restrictive business practices, such as cartel 
arrangements, serve to encourage free, competitive enterprise and aid the 
American businessman to operate more freely in foreign commerce. 


Promotion of Private Investment Abroad 


There may be differences among countries in the free world in the 
degree to which governments participate directly in economic activity, 
but the bulk of production and distribution in the less developed countries 
is in private hands or is waiting to be developed by private initiative. If it 
waits in vain for private capital, of course government may step in; and 
we must recognize that some basic facilities such as transportation, com- 
munications, irrigation, and power may be wholly government-financed. 
In fact, they may occasionally be the result of loans the United States 
makes to foreign governments. This should not disturb us, for these are 
the facilities which, by and large, private enterprise cannot or will not fi- 
nance, but which must be present before private enterprise can produce and 
distribute its goods or, indeed, before a market for the products of private 
enterprise can even come into being. They are indispensable preconditions 
to substantial private investment. 

We can speed the process of growth of private enterprise in foreign 
countries by giving technical and financial assistance to local entrepreneurs 
who want to invest in their country’s development. By doing so we help 
ourselves, for we achieve greater economic stability through expanded 
foreign markets and sources of supply. We also make a significant contribu- 
tion to the cause of the free world, for its economic health and vitality is 
essential in meeting the challenge of the Soviet economic offensive. 

This large burden does not rest entirely upon the private investor, 
but we must give him every proper encouragement to export his capital 
and his skills. Both are needed; and they are both scarce resources. By 
putting his funds, his management talents, his organizational and technical 
resources to work abroad, the American investor not only develops his own 











‘ 











SPRING] TRADE AND INVESTMENT POLICIES 111 
enterprise, he acts also as a catalyst: Every United States investment abroad 
normally sets off its own small cycle of economic growth in its host country. 
Each tends to be a focal point of capital accumulation for further useful 
investment in the country, and, most important, each investment tends to 
stimulate complementary and/or supplementary investments on the part 
of local capital. 

While American private long-term investment overseas now totals 
approximately $37 billion, the flow of private capital has been uneven and 
has been concentrated largely in Canada, Latin America, and Europe. For 
example, during the past three years the flow of new private capital from the 
United States to Latin America has averaged more than $600 million annually. 
It is clear that even more needs to be done. Yet, by contrast, in the less de- 
veloped areas of Asia, Africa, and the Middle East, United States direct 
private investment has averaged only $100 million a year over the past four 
years, and half of this has been invested in petroleum. 

Is it true that in fact little more can be done than is being done to 
stimulate the flow of private capital into investment abroad? Are the ob- 
stacles, especially in the less developed countries, beyond the reach both of 
the United States Government and of the investing community as well? 
It is often said that the deterrents to private investment are concomitants of 
the present stage of political and economic evolution of the underdeveloped 
world, and that only slowly, as economic development proceeds and ex- 
aggerated nationalism subsides, will the situation alter. 

There are economic historians who have schematized the situation. 
Private foreign investment in the less developed countries, they say, follows 
a U-shaped curve. In the early stages of evolution toward growth, foreign 
businessmen and foreign investors are welcome. Trade is conducted by 
foreign groups, and concessions are granted for foreign exploitation. As 
countries begin to advance on the road to growth, they become more con- 
scious of independent and national status. This is given expression by efforts 
to rid the nation of what the nationalists consider foreign influences and 
interference. They may try to expel the foreign investor. Then, as the 
nation matures through growth, and the people and its leaders develop 
more confidence in themselves, it is realized how vital foreign capital sources 
are to the underdeveloped land, and that foreign investment can be the 
basis for cooperation rather than as they believed, for exploitation or domina- 
tion. Foreign investors are invited back, and we are then on the upswing 
of the U-shaped curve. There may be some validity in this picture, but I 
do not think we should be bemused by it. For myself, I believe that we can 
and must find new ways to promote American private investment abroad 
and that we have by no means exhausted all of the practical possibilities. 

What are the basic deterrents to private investment overseas? What 
are we doing to overcome them? What more can we do? 

It is undoubtedly true that limited profit possibilities have inhibited 
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capital from expanding outside of the United States and Canada, where a 
constant, high demand for new capital and the promise of a good return 
have combined with maximum security to attract the investor. When it has 
gone to Latin America and Europe, capital has generally sought out countries 
where the risk of political or economic upheaval and the subjection to ad- 
ministrative harassment and discrimination were least. Even so, some very 
substantial investments have gone into countries where the political situation 
was unstable and the “climate” for investment variable. The fact remains, 
however, that American capital is not at present entering the markets in 
Latin America, Asia, Africa, and the Middle East commensurate with the 
need. 

We are trying to overcome this reluctance of capital to expose itself 
unduly to certain foreign risks with the establishment of the investment 
guaranty program, which is administered by the International Cooperation 
Administration. For a fee, the American private investor’s funds overseas are 
insured against the non-commercial risks of inconvertibility of foreign cur- 
rency receipts and any loss that might result from expropriation or war. 
Bilateral agreements under which this program operates are now in effect 
with thirty-eight countries and under those agreements $319 million of 
guaranty contracts have been issued. Applications which are pending exceed 
$1 billion, and it is worth noting that the program is now earning the govern- 
ment $3 million net annually. Of late there has been an increase in guarantee- 
ing of investments in the less developed countries, and we are currently ne- 
gotiating to extend the coverage to investments in still more countries. 

Treaties of friendship, commerce, and navigation which we have been 
and currently are negotiating with foreign nations contain more compre- 
hensive provisions for the protection of investments than earlier treaties. 
While these treaties cannot, of course, address themselves to every problem 
confronting the investor, they contribute significantly to establishing, in the 
foreign country, a climate more hospitable to investment because of the 
assurances of fair and equitable treatment they make. Our tax treaties also 
contribute to this end by seeking to minimize international double taxation 
and to work toward a reasonable allocation of sources of taxable income. 
The tax treaties also serve to make the profit prospects more attractive. 

Additional tax inducements, providing a higher return and combining 
with the guaranty program, may provide conditions which, while perhaps 
not optimum, would be sufficient to induce capital to seek out the otherwise 
high-risk, low-return markets. Recently we have introduced an important in- 
novation in the tax field. We are preparing to give tax credit for certain 
income taxes spared by foreign governments, as though they had been col- 
lected abroad. Under present circumstances, an American firm operating 
abroad has been unable to benefit from temporary income tax incentives 
and exemptions offered by developing countries. Having a smaller tax 
credit in the country of operation, the corporation pays a correspondingly 
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higher tax in the United States. Such a tax structure frustrates foreign tax 
inducements. The “tax-sparing” provision will allow the corporation full 
credit for income taxes spared by the foreign country. 

On the other hand, the underdeveloped nations which need our help 
must realize that there are imperatives of economic development which rest 
upon them. They need to create a climate in which foreign private invest- 
ment can flourish, and to stimulate national savings so as to accumulate the 
domestic capital needed to insure stability and economic growth. Indigenous 
capital and business must be willing to welcome competition and assume 
risks normal to healthy free enterprise. Traditional social and cultural bar- 
riers to economic progress, whether based upon class, race, or tradition, 
must be reduced. Scientific technical, financial, and commercial studies 
need to be emphasized in their educational systems, and the more talented 
individuals must be willing to seek training in skills directly related to eco- 
nomic progress rather than pursue education principally as a means of en- 
hancing social prestige. 

The activities of officers of the Foreign Service of the United States— 
a service whose name implies a dedication to the best interests of all Ameri- 
cans, both public and private—in our embassies and consulates abroad, have 
helped in fostering American business overseas. They send home a con- 
tinuous flow of information about investment conditions and opportunities 
and they assist American businessmen—resident and visiting—in every 
appropriate way. Unostentatious contacts by ambassadors or economic 
officers have often facilitated United States private trade and investment; 
customarily, these accomplishments pass unnoticed except by those directly 
benefited. 


Government Assistance 


To promote the economic growth and vitality of the countries of the 
free world, we cannot rely on trade and private investment alone. These 
are the traditional means of international economic intercourse, and their 
expansion is basic to our purpose. However, it has been and will continue 
to be necessary to supplement these customary private instruments with a 
wide range of government programs of assistance. 

In the immediate postwar period, our preoccupation was with the re- 
lief and reconstruction of war-devastated areas, and we fashioned public 
instruments appropriate to our purpose. UNRRA and the Marshall Plan 
were key programs in this effort. Having served their purpose, they have 
passed into history. In more recent years, the focus of our attention has 
shifted; we are increasingly directing our energies and resources to help 
promote the economic growth in freedom of the less developed countries 
of the free world. It is of the highest political importance that the people 
of the newly emerging countries succeed in their struggle to raise their 
standards of living while maintaining freedom and independence. 
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Under the influence of Western ideas and achievements, the people of 
Asia, Africa, and Latin America have become aware that poverty is not 
ordained. They are pressing their governments for economic and social 
improvement, and their governments are committed to economic growth. 
The question of our time is whether these countries and continents can 
achieve the growth they so urgently desire in an environment of freedom, 
or whether, overwhelmed by massive problems, they turn to totalitarian 
rule at home and aggression abroad. These countries have the potential 
to become stable, effective, responsible societies that value human liberty 
and dignity and that desire to cooperate with others to maintain the peace. 
But, they need help to realize that potential. They need external capital 
and they need technical aid. 

The economic condition of these countries varies over a wide range 
but for the great majority, income is very low, productivity is low. There 
is a shortage of skills at every level. To increase output these countries need 
to increase investment. But the fraction of national income that can be 
saved and invested is correspondingly low. This is the vicious circle of 
poverty breeding poverty. The base for tax revenues is narrow, and there 
is steady pressure for increased social services. To import the capital goods 
and equipment required for the modernization of their economies, they 
depend on the export of a few primary commodities whose prices are sub- 
ject to wide fluctuations in the international market. There are chronic 
strains on their balance of payments and on budgetary and financial re- 
sources. 

Large segments of their economies are outside the market area and 
operate on a subsistence basis. Villages are isolated from towns and there is 
little network of roads or communication to make a cohesive community. 
In many of these countries, population is pressing harder against resources. 
Rates of growth can barely keep up with population increase. 

Nevertheless, these countries do have within their borders substantial 
underdeveloped resources. If their manpower can be trained, if basic fa- 
cilities can be put in place, if the institutions—monetary, fiscal, and others— 
can be developed to encourage savings and channel them into productive 
enterprise, and their natural resources of mineral, soil, and water tapped, 
these countries can move forward successfully. 

An increased flow of private investment capital and its associated 
management skills to help diversify the production base of these economies, 
and a steady expansion of trade, with stability in markets for primary com- 
modities, are of basic importance to the economic progress of these coutries. 
So, too, are the many government programs, national, regional, and inter- 
national, that we have developed and are developing to provide technical 
assistance and supplementary capital. 

Since the initiation of the Point IV program in 1949, we have gone 
forward steadily, year after year, sending experts into the field, establishing 
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training institutions abroad, providing in-service training here in the United 
States, surveying resources, and improving skills. Under our national tech- 
nical cooperation program, we are currently working directly with some 
fifty free nations and dependent territories in a wide range of programs 
involving almost 5,000 United States technicians abroad. Our technical 
cooperation program does more than convey skills. It helps to convey values 
as well. It emphasizes voluntary association for specific ends; self-help in 
the villages as well as at the seat of government. 

In addition to our national technical cooperation program, we par- 
ticipate in the regional technical aid programs of the Organization of Ameri- 
can States and the Colombo Plan; and we give the fullest support to the 
technical assistance programs of the United Nations. We took the initiative 
in 1957 in proposing the establishment of the United Nations Special Fund 
to supplement the United Nations Expanded Program of Technical Assist- 
ance by providing technical assistance in depth in basic fields. We are con- 
tributing 40 per cent of the funds of both these programs and a propor- 
tionate share of the technical assistance budgets of the United Nations 
specialized agencies. 

To provide government capital for economic growth, we have two 
major United States financial institutions. One is the Export-Import Bank. 
The purpose of the Export-Import Bank is to promote United States exports, 
but its long-term loans to facilitate the export of United States capital goods 
also help to promote development abroad. The loans of the Export-Import 
Bank are made both to governments and to private borrowers who are able 
to repay in dollars and on normal banking terms. The Bank may have out- 
standing at any one time up to $7 billion in loans and guarantees. In the 
postwar period, its development loans have run to several billion dollars.* 

Our other major development financing institution is the Development 
Loan Fund. This Fund was established in 1957 after an intensive study of 
the foreign aid program by the Congress and the Executive Branch. As a 
result of the study, it was concluded that a separate lending institution was 
needed: (a) to provide continuity and flexibility in development assistance. 
Continuity, because economic development is a long-term process. It is not 
an annual event. If aid is to be most useful, it should be provided on a sus- 
tained basis that reflects the long-term nature of the job to be done. Flexi- 
-bility, because so many of the less developed countries need capital on flex- 
ible repayment terms. Their needs for capital imports far exceed their ca- 
pacity to service loans in hard currency and on conventional banking terms. 
(b) To stimulate less developed countries to better performance. Under 
the normal procedures of the Mutual Security Program, advance country 
allocations of aid are made. Under the Development Loan Fund no advance 


1See Waugh, A Quarter-Century of Service: The Export-Import Bank of Wasb- 
ington, infra p. 233. 
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allocations are made. Countries receive assistance to help finance specific 
projects of a developmental character on a showing that the project is 
sound and that the assistance is needed and can be effectively used. (c) To 
separate development aid from aid for other purposes of the Mutual Se- 
curity Program with which it had been intermingled and confused. To 
assist the economic growth of less developed countries is an independent 
objective of United States policy. It was thought desirable, therefore, to 
separate funds intended to fulfill this purpose from funds intended for de- 
fense support, political, balance of payments, and other purposes. Under the 
Development Loan Fund, aid is made available to promote economic growth, 
and criteria and procedures suitable to this particular purpose are applied. 

The Development Loan Fund makes loans on a long-term basis at 
reasonably low interest rates and generally repayable in the currency of 
the borrowing country. It finances public and private projects basic for 
growth that cannot qualify for “hard” loans either because of the limited 
capacity of the borrower to repay in foreign exchange or because the 
project entails risks not acceptable by conventional banking standards. 

The Development Loan Fund has thus far received appropriations of 
$700 million. It is now finishing its first year of actual operations. It has 
received almost $3 billion in requests from foreign nations for assistance, 
and it has committed virtually all its funds. For the balance of fiscal year 
1959, Congress is being asked to provide a supplemental appropriation of 
$225 million; for fiscal year 1960 new capital of $700 million is being 
requested. 

In addition to our own development financing institutions, we are active 
participants in international development financing institutions. The United 
States is one of sixty-eight members of the International Bank for Recon- 
struction and Development. This institution, along with the International 
Monetary Fund, was created at the United Nations Monetary and Financial 
Conference held in Bretton Woods, New Hampshire, in July 1944. The 
representatives at Bretton Woods realized that the end of the war would 
bring a pressing demand for capital to rebuild production facilities destroyed 
by the war and to assist the newly developing countries. They also under- 
stood that the size of the need for capital and the risks involved in supplying 
it would make it impossible for private capital flows to fulfill the task un- 
aided. The World Bank, as it has quite appropriately become known, was 
established as a new kind of international institution which would make and 
underwrite loans both from its own funds and the mobilization of private 
funds. Under this system the risks in developmental financing are spread 
among member governments in proportion to their economic strength. 

The Bank has $10 billion authorized capital, of which about $9.5 billion 
has been subscribed. Eighty per cent of each member nation’s subscription 
is, however, withheld by it and exists only in the form of a guarantee, subject 
to call only if and when it is needed to meet the obligations of the Bank. 
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Besides having considerabie paid-in capital of its own, the Bank, by using 
its 80 per cent unpaid portion as a guaranty in the money markets, can 
mobilize large amounts of private capital for international investment. 

Since it began operations more than ten years ago, the World Bank has 
raised funds in the private capital markets of the world in excess of $2.3 
billion equivalent, and has made loans in excess of $4 billion for projects in 
forty-nine countries and territories, primarily for economic development. 

At the combined annual meeting of the International Bank for Recon- 
struction and Development and the International Monetary Fund held in 
October 1958 at New Delhi, the United States proposed that prompt con- 
sideration be given to the advisability of an increase in the quotas assigned 
to member governments of the Fund and an increase in the authorized capital 
of the Bank. The executive directors recommended such an increase to the 
governors of the two institutions. 

In conformity with the recommendation of the executive directors, we 
are asking the Congress to authorize a 100 per cent increase in the United 
State subscription to the International Bank and a 50 per cent increase in the 
United States quota in the Fund. 

The International Finance Corporation (IFC), which was founded as an 
affiliate of the Bank in July 1956, is an international investment institution 
to which fifty-seven member governments have subscribed $93.7 million. 
It contributes to the economic growth of its less developed members by in- 
vesting—without government guarantee—in private enterprises in connec- 
tion with private capital. Unlike the World Bank, IFC deals directly with 
private enterprise in the country concerned, investing its capital only in 
private projects, acting as a clearing house to bring investment opportunities 
and available private capital together, and mobilizing technical and man- 
agerial skills for private enterprises. 

As of September 1958 the IFC had entered into commitments totalling 
the equivalent of almost $10.5 million. This figure is far less significant than 
the fact that the commitments which it represents are combined with larger 
funds furnished by private investors. In this manner IFC assists the flow of 
private capital, both foreign and domestic, into productive private businesses. 

The United States Government is now considering the practicality of 
establishing a new affiliate of the World Bank—the proposed International 
Development Association. This Association, if it receives broad international 
support, would provide a means whereby other countries as well as the United 
States could furnish capital for development to be repayable in local cur- 
rencies. The International Development Association is now under active 
consideration by a number of governments. 

For many years our Latin-American neighbors have urged the estab- 
lishment of a special lending institution for this region. We have now agreed 
to join such a bank designed to support Latin-American economic develop- 
ment, to serve as an instrument for genuinely inter-American economic co- 
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operation, and to operate on principles which would inspire confidence in 
its soundness. This Bank would primarily make loans repayable in the cur- 
rencies lent (or so-called “hard” loans) but could also make loans repayable 
in the currency of the borrower (or so-called “soft” loans). The United 
States is now actively engaged in negotiations with other American Re- 
publics on the charter of the proposed inter-American development institu- 
tion. The proposal submitted by the United States for discussion calls for 
a total initial capital of $1 billion, of which paid-in contributions would be 
$250 million by the United States and $300 million by other members. The 
remaining $450 million, of which the United States would provide $200 
million and the Latin-American countries $250 million, would constitute 
guarantees to be used only if necessary to pay off any obligations of the 
Bank, such as bonds which it might issue. 

In addition to the national, regional, and international programs for pro- 
viding technical aid and capital directly for economic development pur- 
poses, the United States Government has provided economic aid to meet 
a wide range of needs, e.g., famine relief, balance of payments assistance to 
help less developed countries maintain necessary imports for the functioning 
of their economies, budget support to help countries maintain defense estab- 
lishments at agreed levels, special assistance in emergency situations, etc. 
Grants and loans for these purposes have exceeded $1 billion a year for 
many years. While this assistance has not been specifically directed to long- 
term economic growth, it has in fact facilitated growth. 

Further assistance has been provided by constructive use of United 
States surplus agricultural commodities. The United States Government 
has accumulated substantial stocks of surplus agricultural commodities as 
a result of domestic price support programs. To dispose of these stocks in 
ways that will not disrupt normal trade or depress world prices, the United 
States has developed the P.L. 480 2 program, which enables the United States 
to use these stocks constructively to promote economic development abroad. 
Under the P.L. 480 program, we sell these surpluses for local currencies and 
then lend back (and sometimes grant) a portion of the local currency re- 
ceipts to the purchasing country for economic development projects in the 
country. 

From the inception of the program in 1954 through June 30, 1958, the 
United States Government has made development loans and grants of local 
currency receipts from such sales in the amount of $1.5 billion, of which 
almost $1 billion has been to less developed countries. 

It should be noted that the United States is not alone in this great effort. 
As they have emerged from the devastation of war, Britain, France, and 
Italy have been turning their attention increasingly to assisting the world’s 
underdeveloped areas. Germany has recently entered this field with char- 
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acteristic vigor, as have our neighbor, Canada, and other members of the 
British Commonwealth. So has Japan, which is now beginning to share her 
skills and resources with her neighbors. 


CONCLUSION 


These, in brief, are the ways in which we seek to carry out our foreign 
economic policy. I began this article by considering the three serious eco- 
nomic challenges that face us: the challenge of the Soviets, the challenge 
of the newly developing nations, and the challenge of the twentieth century. 
As to the first, Soviet leaders have left us in no doubt that they are in deadly 
earnest in their determination. They are also confident of their ability to 
equal and finally to vanquish us in the field of economic competition. We 
would be doing ourselves a great disservice if we minimized the zeal and 
tenacity with which the Russians are developing the economic phases of 
their struggle for world domination. We would be doing ourselves a greater 
disservice if we did not realistically assess the resources at our command, 
our own tradition of courage and resoluteness in the face of danger, and 
our own unflagging confidence that we can overcome—no matter how long 
it takes—the campaign against our values and our economic survival. We do 
not fear the risks. 

This fateful struggle is taking place, not with two giants alone in the 
arena and not with the destruction of one the only possible means of the 
survival of the other. Between us, we and the Russians together represent 
only a small portion of the world’s total population. Most of the rest of 
this population is ranged in varying degrees of alliance or sympathy with 
one or the other of the main competitors, but at least one-third of the 
world’s population, making up the more than twenty nations and three- 
fourths of a billion people which have established their independence since 
World War II, are still uncertain as to where their future lies. Whatever 
the outcome, the voices of these 750 million people will not be stilled; in- 
deed, they will rise to a clamor if their needs go unheeded. Shall we leave 
the field to either the blight of Communism or poverty, disease, and 
ignorance? 

The answer is quite clear. It is that the world of today and the future 
is an inter-dependent world. It is a world in which the phrase “mutual 
assistance” has taken on new dynamic and ethical meanings. These mean- 
ings provide the driving force for our mutual security programs. Time 
after time in the last twelve years, these programs have averted disaster and 
saved countries from enslavement through communist-armed aggression or 
creeping infiltration. They have largely restored the havoc wrought by 
World War II and preserved the integrity of Western Europe, creating the 
NATO shield which holds the Soviets in check in that part of the world. 
Elsewhere, in Asia, our mutual security programs have helped to prevent, 
or have halted, communist aggression in Korea, Formosa, and Viet Nam. 
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These programs are economically good for the United States, and they 
are soundly based in ethics. I am myself completely convinced that our 
foreign economic policies today will enable us to meet the Soviet challenge, 
to aid the newly emerging countries, and to bring an expansion of our own 


free system. 
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“There is a growing feeling that our present foreign eco- 
nomic policy is not good enough—that our aid and trade 
programs are being carried on more from inertia than con- 
scious design, that they no longer represent effective means 
of achieving our national ends.” 


A CRITIQUE OF UNITED STATES 
FOREIGN ECONOMIC POLICY 


BY RICHARD N. GARDNER * 


IN THE RISE OF THE UNITED STATES to world leadership no aspect 
of its foreign policy has undergone more profound changes than its eco- 
nomic policy. A quarter of a century ago the United States was a high 
tariff nation. We maintained no foreign aid program. We did not par- 
ticipate in any important international economic organizations. In general, 
we carried out our domestic economic policy without much concern for 
its effect on the rest of the world. 

In the last 25 years that picture has been drastically altered. We have 
made substantial reductions in our tariff wall; undertaken vast postwar 
measures of relief and reconstruction; developed continuing programs of 
military, economic, and technical assistance; and taken the lead in establish- 
ing an elaborate network of international economic agencies. History re- 
cords few such thoroughgoing transformations in the policy of any country. 

Yet the test of any policy is not simply how fast it has moved, but 
whether it has moved swiftly enough to keep pace with changing times. 
Recently there has been mounting evidence that the foreign economic 
policy of the United States is still not abreast of world events. Consider 
the following examples: 

Despite past and present aid programs, the gap in living standards be- 
tween rich and poor countries continues to rise. In the case of some under- 
developed countries the rate of population growth is resulting in an actual 
decline in per capita income. 

The postwar expansion in free world trade is beginning to falter. Faced 


* RICHARD N. GARDNER. Associate Professor, Columbia University 
Law School. 
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with rising protectionist pressures, the United States and other free world 
countries are slipping into old habits of trade restriction. 

The drastic slump in primary commodity prices is threatening the sta- 
bility and the development of the underdeveloped countries, many of which 
depend on one or two commodities for most of their earnings of foreign 
exchange. 

The launching of the European Common Market, aimed at free trade 
among its six participants, confronts the United States and other countries 
with increasing discrimination against their export trade. At the same time, 
difficulties in the negotiation of the free trade area proposed by Britain but 
opposed by France threaten to result in the economic division of Western 
Europe. 

Soviet production gains, coupled with the American recession, have re- 
duced the United States economic lead over the U.S.S.R. to its lowest point 
in history. Recently the Soviet leaders announced an ambitious seven-year 
plan and boasted they would overtake the United States by 1970. 

The communist aid and trade offensive, now in high gear, enjoys in- 
creasing success, particularly in underdeveloped countries. “Dumping” of 
low-priced goods by the U.S.S.R. and Communist China is causing new 
problems for Western producers. 

These and other recent developments are forcing us to “rethink” our 
foreign economic policy. Both in and out of government there is a grow- 
ing feeling that our present policy is not good enough—that our aid and 
trade programs are being carried on from year to year more from inertia 
than from conscious design, that they no longer represent effective means 
of achieving our national ends. This attitude was stated succinctly by The 
New York Times on November 26, 1958: “In this period when the Soviet 
Union has emerged as a financier of Argentine oil development and of the 
building of the Aswan Dam our thinking and our policy require substantial 
readjustment from old attitudes born under different conditions.” 

If our foreign economic policy is to be an effective instrument for 
promoting our national objectives—and of meeting the new challenge of 
the communist economic offensive—it must chart new directions in both 
aid and trade. What these new directions might be is suggested in the 
following pages. 


Foreicn Ai Poticy 


Since the end of World War II the United States has carried out foreign 
aid programs on a scale unprecedented in world history. Broadly speaking, 
these programs have gone through three stages. The first stage was the re- 
lief and reconstruction of a war-torn world. The second stage was the 
strengthening of our military allies so that they could defend themselves 
against communist aggression. The third stage—now only just beginning— 
is the economic development of the underdeveloped countries. 
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Until two or three years ago economic assistance to underdeveloped 
countries was a comparatively minor aspect of our foreign aid policy. In 
the eleven years between July 1, 1945, and June 30, 1956, according to the 
Committee on Economic Development, United States government expendi- 
tures for foreign assistance totaled $57 billion. Of this total about $18 billion 
went for military aid. Another $28.4 billion went for economic assistance 
to industrial countries, mainly to the countries of Western Europe under 
the Marshall Plan. The remaining $10.6 billion—or one dollar in every five 
—went for economic assistance to underdeveloped counties. Of this $10.6 
billion, $3.5 billion went for relief expenditures and $3.8 billion for eco- 
nomic aid (mostly called “defense support”) to the seven main underde- 
veloped countries with which the United States had military pacts—Na- 
tionalist China, the Philippines, South Korea, Indochina, Pakistan, Greece, 
and Turkey. This left only $3.3 billion for economic development as- 
sistance to 75 underdeveloped countries containing well over 1 billion 
people. 

Since 1956 economic development assistance has received increasing 
emphasis in discussions of our foreign aid program—an emphasis that has 
been reflected, to some extent, in actual foreign aid policy. In 1957 reports 
by two Presidential advisory groups and other reports prepared for com- 
mittees of the Congress urged a greater United States program of economic 
development aid. Shortly thereafter came a small but symbolic step—the 
creation of a Development Loan Fund with an initial capital of $300 million 
to make loans in underdeveloped countries on easier terms than those 
hitherto available, including loans repayable in local currencies. 

The trend toward economic development assistance gathered further 
momentum in 1958. Congress appropriated $400 million for the Develop- 
ment Loan Fund, although this was much less than the Administration re- 
quested. Senator A. S. Mike Monroney, Democrat of Oklahoma, made his 
now-famous proposal, later embodied in Senate Resolution 264, for the 
creation of a new International Development Association to finance the 
economic development of the underdeveloped countries. 

After some hesitation, and subject to certain qualifications, the Ad- 
ministration endorsed this proposal. Then it added some other suggestions 
of its own—expansion of the World Bank and creation of an Arab develop- 
ment institution to finance development on a regional basis. Later that year, 
in response to Latin-American pressure, it approved the idea of an inter- 
American bank. By the year end it was seeking ways to achieve a large, 
long-term increase in the resources of the Development Loan Fund and was 
preparing new measures to enlist greater participation in economic develop- 
ment abroad by American private investors. 

From these and other developments it is clear that our foreign aid pro- 
gram is in for some basic changes. In the brief space available here we can- 
not spell out in detail all the changes that should be made. But, on the basis 
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of recent analyses by expert observers, we can draw up the following 
agenda—a list of the major new directions in which we ought to go: 


(1) We should accept the fact that the United States is in the foreign 
aid “business” for good—or at least for the indefinite future. 

Since World War II our foreign aid has been carried out by a series 
of fits and starts—each measure founded on the belief that it would be the 
last needed to accomplish our national objectives. First we convinced our- 
selves in 1945 that our contributions to the two Bretton Woods institutions 
(the World Bank and the International Monetary Fund) would be the 
“final” measure of foreign aid. Later we told ourselves the same thing about 
our 1946 loan to Britain and still later about our Marshall Plan aid to Europe. 
More recently, in framing the Point Four program of 1949, we persuaded 
ourselves that the economic development of the underdeveloped countries 
could be carried out by private investment alone, coupled with only modest 
amounts of government-financed technical aid. 

These beliefs were not only proved fallacious by subsequent events; 
they were demonstrably false at the time. Yet the United States persists in 
such attitudes out of a reluctance to face its new responsibilities as leader 
of the free world. As late as 1954, for example, President Eisenhower’s 
Randall Commission indicated that foreign aid should be regarded as a 
temporary phenomenon. The same attitude is still widely held by many 
persons in the Administration and in Congress and by members of the public 
at large. 

The recent reappraisal of our foreign aid policy in the light of the 
communist economic offensive has led more and more informed observers 
to reject this view. We are gradually accepting the idea that foreign aid 
is an integral part of our foreign policy and that we should continue to 
use it as an instrument of our national objectives. To be more specific, this 
means that we must now fashion a long-term program of economic aid to 
speed the development of the underdeveloped countries. 

Continuity in financing plays a central part in the implementation of 
such a program. Development is a long-term process. Because development 
projects take years to complete, and because their usefulness depends on 
progress in other parts of the economy, effective planning requires the as- 
surance of adequate assistance over a period of years. To provide some con- 
tinuity in our development assistance we established the Development Loan 
Fund, which is permitted to carry over the monies appropriated for it from 
year to year. But its resources are still too modest to make it independent 
of annual congressional appropriations. We must now find some way to as- 
sure the fund’s long-term operation, either by providing it with an ap- 
propriation big enough for several years of activity or by permitting it to 
raise some of its resources through United States government borrowing. 

(2) Our foreign aid effort should put greater emphasis on economic 
rather than on military objectives. 
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Except for the Export-Import Bank, whose banker’s-type loans repay- 
able in dollars are of limited use in helping most underdeveloped countries, 
the overwhelming bulk of our foreign aid is made available under the Mutual 
Security Program. The greater part of this program, in turn, is for military 
and defense support assistance—available only for countries which have 
agreed to be our military allies. This assistance, amounting now to some $2 
billion to $3 billion a year, goes mainly to five underdeveloped countries— 
Formosa, Korea, Turkey, Pakistan, and Viet Nam. 

Besides military assistance and defense support, the Mutual Security 
Program provides economic development assistance through contributions 
to the Development Loan Fund, disposal of agricultural surpluses, and vari- 
ous kinds of grants-in-aid. Taken all together these categories of our foreign 
aid program provide about $1 billion a year. Of this the uncommitted 
countries of Asia, the Middle East, and Africa have been getting no more 
than half. In short, only $400 million or so each year has been available 
to speed economic development in India, Indonesia, Burma, Afghanistan, and 
the rest—precisely those countries in which the communist economic of- 
fensive in concentrated. 

This state of affairs no longer serves our national interest. The uncom- 
mitted underdeveloped countries should receive a greater share of our for- 
eign aid. 

The present distribution of our foreign aid is defended by those who 
consider that an aid program cannot be justified unless it augments the 
military strength of an ally or produces appropriate evidence of national 
“gratitude.” To most experts such ideas are shortsighted and unsound. 
Experience indicates that the independent neutrality of some countries may 
serve our interests just as well or better than a military alliance. In certain 
countries—Iraq, for example—amilitary alliance may be so out of tune with 
the sentiment of the people as to drive them closer to the Soviet Union. The 
relevant criterion in granting aid should not be the formal allegiance of a 
country but whether aid given to that country will make a contribution to 
our objectives of security, freedom, and prosperity. 

These same considerations should impel us to question the emphasis on 
national “gratitude.” Our national objectives are served, not by verbal ex- 
pressions of gratitude, but by the development of independent governments 
capable of working out their own destinies along reasonably democratic 
lines. Such development may be frustrated if the leaders of underdeveloped 
countries are embarrassed by too much public kowtowing to the United 
States. The underdeveloped countries best able to withstand communist 
penetration will be those whose leaders have won the confidence of their 
people and have taken credit for domestic economic progress. If, in 
the course of preserving their independence, these countries hand us an 
occasional rebuff, we should be mature enough to take it philosophi- 
cally. 











126 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vo . 1959 


(3) Our economic development assistance should be substantially in- 
creased. 

The present level of our economic development assistance to both allies 
and uncommitted countries is about $1 billion to $1.5 billion a year. This 
is an estimate, necessarily tentative, which includes agricultural commodity 
disposal and that portion of defense support assistance that contributes to 
economic development, but excludes the lending by the Export-Import 
Bank, whose “hard” loans, as noted earlier, are of limited usefulness for most 
underdeveloped countries. Programs of economic development aid are also 
maintained by other industrial countries, but taken together they amount to 
less than our own and are concentrated in the overseas dependencies of the 
European colonial powers. The total amount of the American and other 
Western aid programs falls well below the minimum levels of foreign in- 
vestment in the underdeveloped countries which most experts consider es- 
sential for even modest increases in their standard of living. 

Hopes existed at one time that the gap between foreign public invest- 
ment and the capital needs of the underdeveloped countries could be filled 
by private foreign investment, mainly from the United States. In 1956, the 
best postwar year, our new private investment abroad (excluding reinvest- 
ment) reached an all-time high of $2.75 billion. Of this impressive total, 
however, the underdeveloped countries of Asia and Africa received only 
$342 million, about one dollar out of eight. And even this $342 million was 
largely concentrated in the oil-producing countries of the Middle East, 
leaving very little over for the rest of Asia and Africa. 

Our postwar experience has led most experts to conclude, along with 
the President’s International Development Advisory Board, that in the near 
future private capital “is not likely to play a major role in the development 
of either Asia or Africa.” As the board points out, “The immediate primary 
need for capital in those areas is in ‘social overhead’—power, communica- 
tions, transportation, and educational facilities, and it is improbable that 
United States private capital will find this a profitable field for investment.” 

If private investment cannot supply the foreign capital requirements of 
economic development, how much foreign aid is needed? Answers to this 
question vary considerably, according to assumptions made as to the ca- 
pacity of underdeveloped countries to absorb capital and the minimum rate 
of development consistent with American interests. Allowing for contribu- 
tions from other countries, the best estimates are that United States economic 
development assistance should be increased above present levels by some $1 
billion to $2 billion a year. Part of this increase should be made available 
through the Development Loan Fund, whose $700 million in existing re- 
sources was already fully committed by the end of 1958. 

(4) We should accept the political responsibilities inherent in our for- 
eign aid. 

We have been reluctant to do this for fear of “intervening” in the do- 
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mestic affairs of recipient countries. This is an unrealistic attitude. Our 
aid itself constitutes intervention if it does nothing more than to prolong the 
existence of the status quo. In the case of most underdeveloped countries 
our aid is large in proportion to the national budget of the recipient. In- 
evitably, therefore, it has profound effects on the distribution of wealth 
and power. To supply assistance unaccompanied by influence to deal with 
the consequences of that assistance is worse than intervention—it is dan- 
gerous and irresponsible meddling. 

Economic development does not automatically promote the national 
objectives of the underdeveloped countries and of the United States—only 
development of a certain kind. This being so, we have no rational alternative 
but to use all the influence we can bring to bear. To put American capital 
into the development of an underdeveloped country while leaving un- 
touched an explosive rate of population growth, an unjust system of land 
tenure, or the exploitation of an impoverished majority by an omnipotent 
minority may be equivalent to throwing money down a rathole. It may 
aggravate conditions already volcanic. To put it bluntly, it is simply asking 
for trouble. 

The question therefore is not whether to intervene but how. What de- 
vices can we employ to promote political, economic, and social reforms 
which will serve our common interest in security, prosperity, and freedom? 
This is an extremely difficult problem, and much more thinking needs to be 
done about it. In general, experience has indicated that attaching precise 
conditions to our aid agreements has rarely been a good method. It puts 
the recipient uncomfortably on the spot, inflames nationalist pride, and 
commits both giver and recipient to actions which may prove unwise or 
impractical in future years. Our best alternative is usually to establish in- 
formal institutional relationships through which government representa- 
tives can influence each other and find excuses for doing politically un- 
popular things that will serve the common interest. 

(5) We should channel a greater proportion of our foreign aid through 
international organizations. 

Except for our contribution to the relatively small UN programs 
(Expanded Program of Technical Assistance and Special Projects Fund) 
and our participation in the World Bank, we have clung jealously to bi- 
lateral administration of our aid to underdeveloped countries. This approach 
is usually defended on the grounds that it makes most effective use of our 
“bargaining power.” 

Experience, however, has indicated a number of shortcomings in the 
bilateral approach. Whenever we intervene to insure that aid is promoting 
our national goals we subject ourselves to the criticism that we are serving 
our own economic or political interests rather than the interests of the 
recipient country. We assume the exclusive responsibility for decisions 
which may adversely affect class or sectional interests. We take all the 
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blame when our assistance fails to produce anticipated results. We often 
find that the very dependence upon us of a foreign country makes our 
bargaining power illusory. For when our bluff is called and we have either 
to continue the assistance or risk having the country “go communist,” we 
usually swallow our misgivings and go on with the program. 

There are undoubtedly some cases where bilateral administration of our 
foreign aid may be the most practical alternative. But an increasing number 
of informed observers are coming to the conclusion that we should make 
more of our aid available through international institutions. 

The international approach offers us the following advantages. First, 
it makes the outside “intervention” which is necessary to the success of the 
program somewhat more palatable to the recipient country. With an inter- 
national institution, an underdeveloped country is more likely to follow 
outside advice, to supply information, and to allow foreign supervisors and 
technicians free movement within its borders. 

Second, international administration tends to reduce the suspicion that 
aid is being given to fulfill the selfish national aims of the grantor. Third, 
international administration makes available resources in men and money 
from other countries besides the United States. Finally, it makes it easier 
to carry out desirable regional projects—such as river valley development 
—which are not confined to the territory of any one country. 

A modest example of our growing confidence in the international ap- 
proach is the current United States-sponsored proposals to double the 
capital of the World Bank, an international agency which has become in- 
creasingly important as a supplier of credits to underdeveloped countries. 
This plan is likely to go swiftly into effect once Congress approves. It does 
not require the paying in of any new resources by governments, but only 
an increase in the unpaid portion of national subscriptions which serves as a 
guarantee for the Bank securities floated in private capital markets. The 
flotation of the Bank securities has been so successful in recent years that 
the total of these securities outstanding is fast approaching the upper limit 
of the present United States subscription. The proposed increase in the 
subscription by $3,175,000,000 matched by an equivalent increase in the 
subscriptions of other countries, is necessary to assure the continued success 
of the Bank’s borrowing from private sources, and hence the continued 
growth of the agency’s lending operations. 

But an increase in the guarantee of World Bank securities is but a small 
part of what is needed. For the Bank’s loans require repayment in dollars, 
with interest at 4 to 6 per cent—conditions necessitated by the Bank’s 
obligation to repay its own borrowings from private sources. Yet many 
underdeveloped countries—Turkey and Burma, for example—are not in a 
position to import capital on such “hard” terms. Many others—such as 
India and Brazil—are nearly “fully loaned up” with such loans. As a result, 
World Bank President Eugene Black has pointed out that there are many 
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worthwhile development projects which the Bank is not now able to finance, 
but which it could finance if a large amount of new paid-in capital were 
made available for distribution as grants or loans repayable in local cur- 
rency. 

For nearly a decade the question of establishing a new international 
agency to finance economic development on easy credit terms was debated 
in the United Nations in connection with the proposed Special United 
Nations Fund for Economic Development (SUNFED). The United States 
took the position in these debates that such an ambitious program of eco- 
nomic development should be deferred until such time as the countries of 
the world could reduce their arms burdens as part of a plan of enforced 
disarmament. Privately, our government expressed reluctance to put large 
amounts of American money in an institution likely to be dominated by the 
recipients of aid. It also feared the prospect of communist-bloc participation 
in any such UN-sponsored arrangement. 

The long stalemate on this subject came to an end in 1958. Attention 
was dramatically shifted to a stage outside the UN when Senator Monroney 
made his proposal, already referred to, for an International Development 
Association (IDA) to be operated as an affiliate of the World Bank. From 
the point of view of the United States, the Monroney proposal avoided 
the difficulties of the SUNFED plan by placing development funds in the 
hands of a responsible financial institution in which the United States and 
its industrial allies have voting control and of which communist countries 
are not members. 

But the idea of an International Development Association raises some 
problems of its own. First of all, how would the association be financed? 
As originally conceived, a major portion of its resources were to be in the 
form of soft foreign currencies, the proceeds of our foreign “sales” of 
surplus farm commodities. As the State Department has pointed out, how- 
ever, the local currencies accumulated overseas by the United States do not 
constitute a means for enlarging the total flow of economic development 
assistance to the less developed countries. In the last analysis, such assistance 
has to make possible the movement of capital goods from the United States, 
Canada, Britain, West Germany, and other industrial countries, which can 
only be paid for in dollars or other “hard” currencies. 

If the IDA is going to be really effective in speeding the economic de- 
velopment of the less developed countries, it will have to start with large 
resources of hard currency and procedures for getting new contributions 
over the years. Most of its resources will have to come from the United 
States, although a disproportionate American contribution might somewhat 
impair its multilateral character. This difficulty might be alleviated to some 
extent by providing for an initial IDA capital of $1 billion, of which the 
United States could contribute one-third (receiving a proportionate amount 
of the voting rights), with continuing United States contributions in future 
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years not matched by other countries (and not reflected in our voting 
power). An attractive possibility for assuring continuous United States 
contributions would be the assignment to IDA of the repayments due to 
us by other countries on our Marshall Plan loans and other outstanding 
postwar credits. 

Beyond the question of financing, IDA raises a second problem: Should 
the communist countries be invited to participate? The reasons for reaching 
a negative conclusion are fairly obvious. In view of existing world tensions 
it is difficult to conceive of communist and non-communist countries par- 
ticipating successfully in such an enterprise. Mr. Khrushchev himself has 
said that he would contribute “not one kopek” to a joint international de- 
velopment effort. At the same time, the exclusion of the communist nations 
from IDA might work to our disadvantage, since it would leave them free 
to give all their aid through bilateral programs designed to foster com- 
munist objectives. At some point we may find it to our interest to seek 
the same degree of international administration of the communist aid pro- 
gram that we are prepared to accept for our own. 

A third problem is raised by the recent multiplication of proposed new 
international agencies: What would be the relation between the IDA, an 
inter-American bank, and a Middle East development fund? While there 
may be practical political reasons for having separate regional financial 
institutions, we shall have to find ways to insure that these institutions and 
IDA do not work at cross purposes. It would be most unfortunate if bor- 
rowers were permited to “shop around” for loans from one agency to the 
other, thus debasing the standards of all. 

(6) We should adopt a bold, unified program to stimulate the flow of 
private investment to underdeveloped countries. 

Much ink has been spilled on this subject, but pitifully little has been 
done about it. Although a vast increase in private investment in under- 
developed countries is not to be expected, the following measures might 
yield significant results: 

First, the government could appoint an outstanding member of the 
business community as “Coordinator for Private Foreign Investment” to 
direct an expanded program in this field. The coordinator could do much 
more than is now being done to stimulate the interest of United States 
business in foreign investment opportunities and to relate our overseas 
government programs more closely to private investors’ needs. 

Second, more liberal use could be made of American-owned foreign 
currencies for loans to American and foreign private investors. 

Third, certain tax incentives could be enacted. The case for a com- 
plete or partial exemption from United States tax on income earned abroad 
by American corporations has not appeared convincing. But Congress 
could consider a less drastic proposal which would permit American corp- 
orations engaged exclusively in foreign operations to defer payment of 
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United States tax until foreign earnings are paid out to shareholders in the 
United States. 

Fourth, the economic and consular staffs of our State Department 
should be greatly strengthened. At present these are not equipped to render 
adequate services to our businessmen overseas. 

Fifth, new international techniques for the protection and promotion of 
private investment should be devised. Past experience gives us no reason to 
believe that a multilateral investment code satisfactory to private investors 
could be negotiated between governments. But a set of principles, including 
the obligations as well as the rights of investors, could be drafted by the 
staff of IDA or by an existing international institution. Countries could be 
asked to consult regularly on their national policies toward private foreign 
investment. Both firms and governments seeking financial aid from interna- 
tional institutions might be asked to demonstrate substantial compliance 
with the foreign investment principles. 

(7) We must redouble our efforts to develop trained manpower. 

Successful economic development requires manpower as well as money. 
We must be prepared to supply the necessary professional, managerial, and 
technical personnel, and to help the underdeveloped countries develop their 
own. 

Our educational system is not now producing men and women in the 
necessary numbers and of sufficient quality to do the job. We shall have to 
improve our high school, college, and mid-career training with a view to 
preparing Americans more adequately for overseas service in business or 
government. This means more than simply transmitting technical knowl- 
edge or teaching a foreign language, although these, of course, are neces- 
sary. It also means equipping Americans to deal with the broader political, 
economic, social, and human problems which they will encounter overseas. 

(8) We need to develop policies which could avert the grave danger 
to our interests posed by the explosive increase in world population. 

The population of the world is increasing by over 47 million persons 
each year. Already well over 2 billion, it will add at least 2 billion more by 
the turn of the century. In some of the underdeveloped countries with 
which we are particularly concerned, population is growing at the rate of 
2 to 3 per cent a year, a rate sufficient to double population every 30 years. 
In countries where such rates of population growth apply, even the ex- 
panded foreign aid program suggested here could do little more than pre- 
vent per capita income from falling. In such countries, population control 
is obviously a precondition of material progress. 

As was said on December 1, 1958, by Dr. Gunnar Myrdal, the distin- 
guished Swedish economist, at the ninth International Conference of Social 
Work in Tokyo, “A serious attack on the population problem, making the 
spreading of birth control a central part of social policy, is a paramount social 
need in underdeveloped countries. Your discussion of the social needs in 
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underdeveloped countries would be totally unrealistic if you did not give 
due emphasis to this particular need.” 

The population situation poses a delicate problem for American policy. 
Even if we were agreed among ourselves on acceptable measures of popu- 
lation control, we could not impose these ideas upon the peoples of other 
countries. Yet we cannot afford to lapse into apathy or resignation on this 
question, for it may be decisive in determining whether our foreign aid 
programs actually can succeed in promoting the security, prosperity, and 
freedom, which we seek for ourselves and other countries. 

At the very least we should find more effective ways to call the world’s 
attention to the implications of the population explosion. We can work 
harder to help the countries primarily affected to develop and put into 
practice measures of population control suited to their traditions and en- 
vironments. 

To give a concrete example, we might suggest that participation in the 
IDA and similar agencies be made contingent on adequate cooperation in 
discussions and studies of the population question. The progress a country 
has made in controlling undesirable population growth might be a factor 
to be taken into account by international institutions in approving applica- 
tions for development aid. 


ForeIGn TrapeE Poricy 


The second area of our foreign economic policy where we must seek 
new directions is our policy for expanding world trade. Under this policy 
we have slowly and selectively removed restrictions on American imports 
and participated in international organizations for the removal of trade 
barriers. 

For the future, broadly speaking, we are faced with three alternatives: 
(1) to abandon our present policy and retreat toward greater restrictions 
on international trade; (2) to continue just about as we have been; (3) to 
adopt a much more vigorous policy for expanding world trade. 

In view of the intimate relation between foreign economic policy and 
our national objectives, and in view of the threat to those objectives from 
the communist economic challenge, it appears that the United States must 
reject the first alternative. Whatever temporary relief it might bring to 
small groups of workers and producers in industries unable to compete with 
imports would be far outbalanced by the injury to our nation as a whole. 
The real issue, therefore, is whether our present measures for expanding 
trade are sufficiently vigorous to serve the national interest. 

The central element in our trade policy is the Trade Agreements Act. 
It was first passed in 1934. In 1958 the Congress renewed it for the 11th 
time—this time for four years. The 1958 renewal gave the President certain 
additional tariff-cutting powers, to reduce tariff rates existing on July 1, 
1958, by as much as 20 per cent (and by somewhat greater amounts in the 
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case of very high or very low rates). At the same time, however, the 
various tariff-raising authorities of the act were also strengthened. In the 
opinion of many experts the act’s potential for restricting trade is now at 
least as great as its potential for expanding trade. 

Some experts believe, nevertheless, that the Trade Agreements Act, 
despite its shortcomings, is still the best means available to promote national 
objectives. They argue that the act is a tried and tested instrument for the 
accommodation of conflicting American interests. They contend that any 
attempt to change the act in new directions would be politically impossible 
and would only result in a worse alternative. 

This view may appear to make sense in the light of our domestic po- 
litical situation, but it fails to take into account the various specific ways 
in which the act is frustrating progress toward our national objectives. A 
Trade Agreements Act whose main lines were laid down in 1934 under 
totally different domestic and international conditions does not effectively 
serve the national interest in 1958. When the legislation next comes up for 
renewal it should be thoroughly overhauled in the following respects: 


(1) The purposes of the act should be brought into line with our 
national objectives. 

The act was first passed in the midst of the great depression of the 
1930’s. Its purpose was to expand American exports and thereby stimulate 
our domestic economy. This is still its stated purpose today. Yet our 
domestic situation has entirely altered. Moreover, we have moved from 
the semi-isolation of 1934 to the role of leader of the non-communist world. 
A trade act which fails to take account of these changes is a dangerous 
anachronism. It inhibits public understanding of the real purposes of trade 
policy. It gives Congress an inadequate standard by which to review the 
trade program. 

Most important of all, the act’s outmoded purpose clause frustrates 
executive action needed to promote our national objectives. The President 
has no clear authority to reduce our tariffs for the purpose of benefiting 
the American consumer, substituting “trade” for “aid,” increasing imports 
of materials essential to our defense, countering the Communist trade of- 
fensive, strengthening the economic basis of the Western alliance, accelerat- 
ing the growth of the non-communist world or achieving any of the many 
other things that need to be done. Although the President may make tariff 
adjustments of which some of these things are by-products, he must always 
show that our exports are being increased. In the light of the new problems 
that face the United States, this one-sided emphasis on exports can no 
longer be justified. 

(2) The President’s tariff-cutting powers should be greatly strength- 
ened. 

This problem has two aspects. To begin with, we should increase the 
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percentages by which the President is authorized to reduce tariffs beyond 
the very modest amounts provided at present. The new percentage limita- 
tions should be designed not to maintain uneconomic domestic producers 
indefinitely, but only to provide a transitional period of 10-20 years during 
which we can move toward substantially free trade. 

Moreover, the President should be freed from the rigid reciprocity 
requirement. This obliges him to extract reductions in trade barriers from 
other countries equivalent to those he gives in return. Such a requirement 
does not fit the facts of life today. The United States is a creditor nation 
running a persistent trade surplus with the rest of the world. We should 
seek wherever possible to replace our aid with trade. Therefore, the Presi- 
dent should be empowered to make unilateral cuts in our trade barriers 
when these will serve our national interest. At the very least, he should be 
empowered to reduce our tariffs in return for different kinds of concessions 
from other countries, such as better treatment of American investors or 
benefits of a strategic nature. 

(3) Our “no injury” policy should be eliminated or seriously modified. 

This policy is embodied in the “peril point” and “escape clause” pro- 
visions of the Trade Agreements Act. These provide, in effect, that tariff 
concessions shall not be made or maintained when they cause or threaten 
“serious injury” to American producers. Both these provisions were made 
even more restrictive when the act was renewed in 1958. 

Under the peril point provision we are inhibited from making any 
tariff concessions which will cause or threaten serious injury to American 
producers. Under the escape clause, we have withdrawn previous conces- 
sions on Swiss watches, British bicycles, and many other items. We re- 
cently imposed import quotas on lead and zinc, thus striking a serious blow 
at the economies of our friends in the Western Hemisphere. The escape 
clause hangs like the sword of Damocles over our import trade, discourag- 
ing foreign businessmen who might otherwise sell to the American market. 

Recent amendments to the act and recent interpretations by the United 
States Tariff Commission have developed some extraordinary definitions of 
“injury.” There is now a serious possibility that tariff increases can be 
granted or tariff decreases forestalled simply because imports enjoy a larger 
share of a growing American market—even though American producers 
suffer no absolute losses in employment, profits, or sales. Restrictions may 
also be authorized where imports cause losses in one subdivision of a multi- 
product business—even though the business can avoid injury by shifting to 
the production of its other products. 

The “no injury” concept is fast making a sham of our liberal trade 
claims. We have reached the point where we are taking away with one 
hand what we are offering with the other. Howard Piquet, one of our 
leading experts on tariff matters, has put the issue bluntly: “Are we going 
to continue to avoid all injury and confine ourselves to token tariff reduc- 
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tions, or are we going to enact legislation that will make increased imports 
possible?” 

In other words, in tariff policy as in other aspects of our life, we must 
face up to the fact that we cannot have our cake and eat it too—that we 
cannot enjoy real advantages from trade expansion without causing injury 
to particular interests. If gains from trade expansion exceed the losses— 
and every serious study of the subject suggests that they do—we have no 
alternative but to accept the consequences. 

(4) The “no injury” rule should be replaced with a program of tem- 
porary government aid to help injured producers, workers, and communities 
adjust to a more efficient pattern of production. 

Many of those who oppose tariff reductions contend that our living 
standards would be threatened by the competition of “cheap foreign labor.” 
This argument overlooks the fact that the greater productivity per man- 
hour of most American workers far offsets their higher money wages. Our 
Bureau of Labor Statistics estimated a few years ago that the complete sus- 
pension of tariffs would displace not more than 200,000 American workers 
out of a working force of 63 million. Judging from this estimate, a steady 
move toward substantially free trade over a 10-20 year period would cause 
an annual displacement of less than one worker in a thousand. This should 
be compared with the fact that three or four out of every hundred workers 
change jobs each month from causes within the American economy— 
changes in technology, consumers’ tastes, and the like. The majority of 
these workers quickly find new employment in other lines of production 
and there is no reason to believe this would not be true of most of the 
workers displaced by imports. 

These figures confirm the view that indefinite tariff protection subordi- 
nates the interests of the nation as a whole to the interests of a tiny minority. 
Needless to say, minority interests should not be disregarded. But they 
should be dealt with in a rational manner consistent with progress toward 
our national objectives. 

If we adopt a 10-20 year program aiming toward substantially free 
trade we should couple it with a program of government aid to assist pro- 
ducers, workers, and communities to adjust to more efficient lines of pro- 
duction. Such aid could take the form of loans and technical aid to busi- 
nesses and communities, moving allowances, retraining services, and expanded 
unemployment compensation for workers. Aid should be granted only to 
producers, workers, and communities carrying on a satisfactory adjustment 
program with a maximum amount of self-help. Because of the difficulty of 
isolating injury due to imports from injury due to other causes, the most 
practical approach might be to merge an adjustment program with a broader 
effort of aid to all of our depressed areas. 

(5) Resort to import restrictions as a means of protecting national 
security should be eliminated. 
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The 1958 renewal of the Trade Agreements Act further broadened 
an existing requirement that the President must withdraw or refrain from 
making tariff concessions which might injure an industry whose welfare 
is important to the national defense. Under this provision we recently im- 
posed import quotas on oil. 

A host of industries, not satisfied with the relief available under the 
“injury” clauses, are now claiming relief on the grounds of “defense es- 
sentiality.” These have included producers of thermometers, watches, 
wooden boats, and—according to one report—clothespins and dehydrated 
garlic. 

In the years ahead we will have to reconsider the assumptions which 
prompted the passage of the defense provision. Does tariff protection 
of industries too weak to survive on their merits really augment our national 
security? We have to ask ourselves what kind of war we are preparing for. 
If, as we have been told, it is to be an atomic holocaust decided within a 
few days or weeks, the outcome will be determined by our stock of military 
hardware and striking power in being at that moment, not by our capacity 
to produce material in the long run. If, on the other hand, it is to be a 
limited war like the war in Korea we are not going to be cut off from our 
most important overseas supplies. There does not seem much point in 
coddling domestic producers under either of these alternatives. 

Even if it could be shown that the United States is likely to be de- 
prived of foreign supplies of strategic items whose production is required 
for some period of time, this would still not provide a conclusive argument 
for the use of trade barriers. One of the basic lessons learned in World 
War II in the United States, Germany, and other countries was that an 
industrialized economy can overcome what seem to be very serious de- 
ficiencies in skills and materials by the imaginative substitution of other 
resources. This experience contradicts, for example, the assertion that our 
domestic watch industry is the only place where we could get the ma- 
chinery and workmen needed for the production of timepieces in a future 
war. 

If we wish to assist certain producing organizations considered im- 
portant to our military strength, trade restriction is a poor device for doing 
so. It removes the spur to efficiency and technical advance. It protects the 
inefficient producers as well as the efficient, those well located from a stra- 
tegic point of view as well as those who are badly located. Moreover, a 
single dose of trade restriction is seldom sufficient. 

Subsidies or government contracts are better alternatives for propping 
up a “defense” industry. These are open methods of assistance. Their cost 
can be readily calculated. And they can be used with greater discrimination. 

There is reason to believe that the defense amendment may do much 
more to undermine than to enhance our security. It opens a way by which 
we may stimulate the uneconomic production of a wide variety of com- 
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modities. This would speed the exhaustion of our domestic raw materials 
and reduce the flexibility and growth of our economy. 

It would also reduce the capacity of other countries to buy American 
goods. This would undermine our export industries, which are of greater 
significance in war production than the smaller scale and less mechanized 
industries requiring protection from foreign competition. Finally, it would 
gravely injure some of our most important trading partners and allies, whose 
economic strength is vital to the achievement of our national objectives. 


Other Needed Reforms 


These proposals for changes in our Trade Agreements Act are not 
the only new directions which we should chart in our trade policy. We 
have many other laws on the books which are used to restrict American 
imports. 

One important example is the section of our Agricultural Adjustment 
Act which authorizes the use of quotas on agricultural imports to safeguard 
our domestic efforts to maintain prices for farm products. Such restrictions 
are probably inevitable so long as our farm policy keeps domestic agri- 
cultural prices substantially above world market prices. We should recog- 
nize, however, that these restrictions are inconsistent with our efforts at 
expanding world trade. In using import quotas and in disposing of our farm 
products abroad we ___.d to find better ways to protect the legitimate inter- 
ests of other countries of the non-communist world. 

If we want a vigorous policy to expand world trade we should reform 
our practices in other respects. We should further reform our system of 
customs valuation and classification; repeal the Buy American Act (by 
which the government procurement agencies are obliged to give preference 
to domestic producers); reform the Antidumping Act (which has been 
distorted out of its original purpose into an alternative to the escape clause); 
and eliminate cargo preferences for American shipping. 

We shall not only have to chart new directions in our own laws and 
practices. We shall have to seek new directions in cooperation with other 
countries. In the world of today few international trade problems can be 
solved by one nation alone. 

Suggestions for strengthening international institutions in the field of 
trade often provoke an outcry about “national sovereignty.” Some people 
believe that our participation in such institutions means surrendering the 
power to fashion our trade policies in our own interests. 

In an age of economic interdependence this view is fundamentally 
unsound. It overlooks the fact that our power in the trade field is already 
limited. Even in the absence of an international organization, for example, 
other nations can raise obstacles to American exports and significantly 
affect our domestic economy. An international institution in which other 
countries make promises not to restrict our trade in return for similar 
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promises from us involves no net loss of American power. On the con- 
trary, it can increase our ability to protect our interests. 

Whether we like it or not, national sovereignty in the field of inter- 
national trade is already qualified. As economic interdependence grows it 
will be qualified more and more. The question is not whether it will be 
qualified, but whether the qualification will take place in a disorderly way 
through uncoordinated national policies or in an orderly way through in- 
stitutions to promote our common objectives. 


Adherence to GATT; Participation in the OTC 


Although we have accepted this reasoning on the level of principle 
we have not acted on it consistently when it comes to practice. For the 
last decade we have pretty much coasted along on the international trade 
institutions established during or immediately after World War II. Our 
Congress failed to approve the International Trade Organization which was 
to have supplemented the International Monetary Fund and International 
Bank. Instead, we have conducted a kind of “holding operation” on trade 
barriers through the General Agreement on Tariffs and Trade (GATT). 

There is nothing mysterious about GATT. It is simply a multilateral 
trade agreement to which the United States and 36 other countries are 
parties. It consists of tariff concessions granted by the participating coun- 
tries to one another, a set of fair-trade rules governing the use of other 
trade restrictions as well as tariffs, and certain minimum administrative pro- 
visions for consultation, interpretation, and adjustment of the agreement. 

GATT has more than demonstrated its value to us and to the other 
countries of the non-communist world. But it contains two deficiencies 
which we and our trading partners should now correct. 

In the first place, GATT lacks the solid evidence that the United States 
and certain other countries tend to take it seriously. Our adherence to 
GATT, although effected in a constitutional manner under our Trade 
Agreements Act, has never been formally approved by Congress. On the 
contrary, Congress has inserted a disclaimer in the Trade Agreements Act 
saying that renewal of the act shall not constitute approval or disapproval 
of GATT. 

In the second place, GATT has certain organizational shortcomings. 
Since it is only an international agreement, there is difficulty in maintaining 
an adequate staff. It is not equipped for effective action on a year around 
basis between the annual meetings of the contracting parties. 

To correct these deficiencies the parties of GATT drafted a constitu- 
tion for a permanent Organization for Trade Cooperation to administer 
the agreement. Unfortunately, a bill authorizing American participation 
in OTC has been stalled in Congress for several years. Our dilatory tactics 
in this regard have been inconsistent with our professed intention of de- 
veloping economic cooperation in the free world and strengthening the 
fabric of international law. 
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If the United States does not join OTC it should at least take measures 
to strengthen GATT by raising the diplomatic level of our representation 
and by increasing the frequency of GATT meetings. 


Regional Economic Blocs 


There is one other new direction that must be charted in our effort at 
expanding world trade. We must find some way to prevent the breakup of 
the free-world economy into autarkic regional blocs. 

American policy toward regional blocs has oscillated between two ex- 
tremes. During and after World War II we expressed violent opposition 
to regional groupings as an alternative to “one world.” We strove mightily, 
for example, to pull apart the sterling area. Then, with the Marshall Plan, 
we went to the opposite extreme. We became just as doctrinaire in support 
of European regionalism as we had previously been doctrinaire in support- 
ing “one world.” 

At present we appear to have given our official blessing to the new 
European Economic Community (Common Market) without any serious 
qualifications. This policy has reduced our bargaining power and our op- 
portunity to influence the development of the six-nation Common Market 
group (France, Germany, Italy, Belgium, the Netherlands, and Luxem- 
bourg) in directions consistent with our national objectives. 

There is no doubt that appropriate forms of regional cooperation serve 
our interests and those of the countries concerned. Certain kinds of regional 
groupings, however, are more trade-diverting than trade-creating—they do 
more to give the participating countries sheltered markets against the out- 
side world than to stimulate vigorous competition between them. 

What can we do to influence the development of regional cooperation 
in a way which genuinely promotes the interests of all? First of all, we can 
encourage regional groupings to move toward internal free trade by giving 
financial support to agencies designed to facilitate desirable but painful 
shifts of resources—for example, the European Investment Bank and the 
European Social Fund of the Common Market. 

Moreover, we can embark on the really vigorous program of removing 
our own trade barriers as outlined above. One of the decisive questions 
about the Common Market is the level of the common tariff it will adopt 
with respect to the outside world. It is in our national interest and the 
interest of all the countries of the free world that this level be as low as 
possible. We can encourage this result by giving the President more to 
bargain with in negotiations with the Common Market countries than he 
now has under the Trade Agreements Act. If we wish to prevent the dis- 
integration of the free world into autarkic regional parts, we have no 
alternative but to initiate a long-term program for liberalizing our import 
trade. 

Finally, we can make more effective use of GATT in controlling reg- 
ional developments. The policies adopted by regional blocs will necessarily 
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affect the markets and sources of supply of outside countries. GATT is 
the best available forum in which these effects can be scrutinized. As 
The Economist (London) noted on October 11, “That is precisely why a 
strong GATT is important; it can keep alive the concept of a single 
trading world. And the United States itself has perhaps the strongest inter- 
est in maintaining a world trade organization to keep in line the regional 
groupings which may soon spring up across the face of the globe.” 


CONCLUSION 


We have charted new directions in the two main areas of our foreign 
economic policy—aid and trade. They add up to a major turn off our pres- 
ent course. 

Some of the changes would mean sacrifices in individual and group 
interests. Others would place additional burdens on the American taxpayer. 
In our system of government such policies cannot be imposed from above. 
They must be adopted and reviewed in accordance with our constitutional 
procedures. They can only succeed with public understanding and support. 
Will these new directions receive the endorsement of the American people? 

Some Americans are already resigned to a negative answer. One high 
official of our government was recently quoted as saying, “It is practically 
impossible for us to discuss in public the radical changes we shall have to 
make to deal effectively with the Soviet economic offensive.” 

Unless we are prepared to witness the frustration of our national ob- 
jectives, we cannot accept this conclusion. It is a denial of faith in democ- 
racy. We can rally the necessary public support for an adequate foreign 
economic policy if we do the following things: 

First, we must show the true relation between specific foreign economic 
policies and our national objectives. This has not always been done in the 
past. Our reciprocal trade program has been presented to the American 
people as a device for promoting exports (among other objectives) without 
causing any injury to domestic producers. Our Point Four program was 
put forward with the suggestion that the economic development of the 
underdeveloped countries could be successfully promoted by private in- 
vestment plus a small amount of technical aid. As events have demonstrated 
the falsity of these claims, we have tended to lose confidence in the pro- 
grams themselves. The public will give enduring support to new directions 
in our aid and trade policies only if their relation to our national objectives 
is fairly and fully described. 

Second, we must create a sense of urgency about our foreign economic 
policy. We will never strike out in new directions unless we dispel the 
notion that we are doing quite all right on our present course. We must 
develop greater awareness of the challenge presented by communist rates 
of growth and communist economic penetration of other countries. 

Third, we must devise new and more effective techniques of organiz- 
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ing public support. The great difficulty in this regard with foreign economic 
policy is that it seems so remote from the individual citizen. In our aid and 
trade policies this creates the illusion that the sacrifices required outweigh 
the benefits to be gained. This is particularly true in trade policy where the 
losses from freer trade are concentrated on a few vocal interests while the 
important benefits are spread among an inarticulate and poorly organized 
majority. 

Yet much can be done to overcome these handicaps. There are today 
powerful civic groups, trade and industrial associations, labor unions, and 
many other nongovernmental organizations ready and able to support the 
foreign economic policies needed to gain our national ends. Together with 
our leaders in Washington they can rally public opinion and build political 
support. One small example of what can be done were the surveys made by 
the League of Women Voters during the 1958 debates on the reciprocal 
trade program showing the importance of foreign trade to individual com- 
munities. 

Finally, we must recognize the real meaning and responsibility of 
democratic leadership. In foreign economic policy, as in foreign policy 
generally, decisions are not easy. They often require some sacrifice of in- 
dividual or group interests in favor of the general welfare. Political leaders 
must have the courage to make such sacrifices—the steadfastness amid the 
clashing demands of interested parties to keep their eyes on the larger ob- 
jectives of our nation as a whole. 

To those who say that this approach ignores the “facts” of our political 
life, we must answer that there are other facts in the world today—the 
facts of our deteriorating world position and of the measures necessary to 
correct it. Political “facts” are susceptible to change—the development 
of public support for Lend-Lease and the Marshall Plan provides ample 
evidence of that—the realities of our world position are not, unless we 
shape our policies to take account of them. Since we cannot adapt the 
problems to fit our present policies, we have no choice but to adapt our 
policies to fit the problems. To fail to do so is to trifle with our prospects 
for national survival. 
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“Recent developments, such as the use of foreign base com- 
panies, regional economic grouping of nations, and the grow- 
ing sophistication of the American businessman about foreign 
laws and international tax and commercial treaties, have 
opened up fresh approaches in planning foreign corporate 
organizations.” 


METHODS AND CHANNELS OF 
FOREIGN TRADE 


BY WALLACE R. BAKER * 


LAWYERS AND BUSINESSMEN show a growing awareness of the need 
for careful corporate planning to maximize profit in foreign operations. 
Prior to World War II little over-all planning occurred. The foreign 
operations of most United States companies grew topsy-turvey. In many 
cases, the United States and foreign tax implications of actions taken were 
not given the special consideration they deserve. 

To reach the best solutions to the problems of planning a foreign 
corporate organization, it is necessary to consider the interplay of United 
States laws and foreign laws, especially corporate, tax, and social legisla- 
tion. It is vital to understand the relationship between the two and how 
the foreign corporate organization will fit into the laws of each jurisdiction. 
Recent developments, such as the use of foreign base companies, regional 
economic grouping of nations, and the growing sophistication of the Ameri- 
can businessman about foreign laws and international tax and commercial 
treaties, have opened up fresh approaches in planning foreign corporate 
organizations. 

The rapid improvement in transportation and communication leads 
inevitably to the increase of commercial traffic between the countries of 
the world. The speed of this trend has been accelerated by a general liberali- 
zation in tariff and currency restrictions. These and other underlying causes 
account for the increase in international business transactions, which is ex- 
pected to continue in the future. 


* WALLACE R. BAKER. Partner in the firm of Baker, McKenzie & High- 
tower, Chicago. 
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The purpose of this article is to discuss and evaluate the various methods 
and channels used in foreign business and recent developments affecting 
them. First, there will be a short general discussion of the usual channels 
of trade, which for the purpose of this article will be broken down into 
exporting, licensing, and stock ownership in foreign manufacturing sub- 
sidiaries. Second, the advantages and problems of foreign base companies 
in handling exports, licensing, and investments will be considered. Recent 
experience with Western Hemisphere Trade Corporations will also be dis- 
cussed. Third, the effect of future developments will be considered upon 
the methods and channels of trade with particular reference to the proposed 
Foreign Investment Incentive Tax of 1959.1 Fourth, the importance of im- 
proving methods and channels of foreign trade will be pointed out. 


Usuat MEtHops AND CHANNELS OF FOREIGN TRADE 


Exporting 

United States companies are now exporting not only from their do- 
mestic sources of supply, but also from foreign manufacturing plants. Initi- 
ally, when sales are made either through an independent exporting company, 
which handles several lines of products, or directly to foreign customers, 
exporting requires no economic penetration of the foreign country by the 
manufacturer. More often, in cases of larger manufacturers, a dealer or 
distributor network is organized or agents are appointed, and in some cases 
selling branches and warehouses are established abroad. Very often a casual 
exporting business develops into a licensing arrangement and finally into a 
foreign organization requiring the investment of capital and an economic 
involvement not anticipated by the occasional export sales which started 
the cycle. Thus, it is normally exporting that whets the appetite of a com- 
pany for more foreign business. 

Often the export of United States products is not a permanent channel 
of foreign trade for various reasons. Some of these are: (1) competition in 
the buyer’s land develops to the point where it is uneconomical for the 
buyer to import products; (2) some countries suffer from a shortage of 
dollars; (3) various restrictions are imposed on imports in the buyer’s 
country. 

When for some reason exporting United States products is not possible, 
but exploitation of a company’s products abroad is nevertheless desired, other 
channels need to be considered, such as licensing or foreign investment. 


Licensing 
Companies which have adopted widespread licensing as an over-all 
policy are exchanging part of their product’s world market for the payment 


1H R. 5, 86th Cong., Ist Sess. (1959) (introduced by The Honorable Hale Boggs). 
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of royalties. Normally a territory is granted to a licensee in which the 
licensee may manufacture and sell the licensor’s products. Usually the right 
to use patents and trademarks is granted, and some technical servicing is 
required in the contract. The use of the term in this article in absence of 
other definition will include licensing of patents, trademarks, know-how, 
other intangibles, servicing, and all the related incidents that normally ac- 
company a license agreement. 

Licensing is generally thought to be a less desirable alternative than an 
equity interest in a partly or wholly-owned subsidiary. Among the dangers 
that face a licensor is that the licensee will choose to go his own way after 
the initial term of the license agreement. He is then a well-educated com- 
petitor. Often the value of the license agreement is much greater than the 
royalty payments. On the other hand, licensing is sometimes chosen as a 
method of profiting from foreign business because the company is unable 
or unwilling to invest capital abroad. In some cases, when the patents, know- 
how, trademarks, and the product itself are valuable, an equity interest may 
be obtained (in some cases a majority interest) without investing cash or 
equipment. However, in absence of a majority interest, one element in most 
licensing arrangements is usually lacking—that of control. 


Stock Ownership in Foreign Manufacturing 


The ultimate in retaining control of the development of the foreign 
business of a United States company is found in the establishment of wholly- 
owned foreign subsidiaries. In such circumstances, when exporting raw 
materials or component parts, there is no outsider with whom to negotiate 
a sale price. Accounting controls may be imposed by the United States 
company so that there is uniformity in measuring the performance of all 
foreign subsidiaries. Coordinating export sales from all sources of supply 
is simplified. In a licensing contract the licensee may often retain its own 
foreign dealer network which may compete with that representing the United 
States company. A wholly-owned subsidiary of a United States company 
will not share its profits with a third party. On the other hand, the United 
States company assumes the burden of recruiting and supervising the per- 
sonnel of its own foreign subsidiaries. Some companies are unable or un- 
willing to assume this burden. Others have a policy of joining with local 
interests in order to lighten the burden of staffing and managing foreign 
subsidiaries or to secure real or fictitious advantages in the local country be- 
lieved to result from having a foreign partner. Some companies become a 
part of the local business by staffing the foreign subsidiaries completely or 
almost completely with local personnel, even though the ownership is wholly 
in the United States parent. 

As an alternative to the formation of a subsidiary, under some circum- 
stances it is desirable to register a branch of a United States company. 
When large losses are expected during the initial stages of a manufacturing 
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operation, registering a branch may be preferable. The operating losses 
may be deducted from other United States income. 


DEVELOPMENTs AFFECTING THE CHANNELS AND METHODS OF FOREIGN TRADE 
—THE Foreicn Bask CoMPANY 


Advantages 


In recent years, companies engaged in foreign trade have established 
foreign base companies. A foreign base company is a company which is 
formed in a foreign country and is entrusted with all or a portion of the 
foreign business of a United States manufacturer. Such a company may 
take charge of exporting and licensing, make investments in foreign sub- 
sidiaries, finance foreign or United States sales, or perform other activities 
abroad.? 

The desire to have a separate company charged with organizing all 
phases of a company’s foreign business has been considered justification 
enough for forming a base company. By such separation it is possible to 
measure more precisely the progress of the foreign business. Persons with 
special skills are more easily attracted to a company dedicated exclusively 
to activities in the foreign field. The separation of this business from the 
domestic business also has the affect of insulating the assets used in the do- 
mestic business from the risks incurred in doing business abroad. By separat- 
ing the foreign business from the domestic, the normal result is that interest 
is generated in deeper economic penetration in foreign countries in the form 
of branches, subsidiaries, more personnel located abroad, and a general in- 
crease in activity outside of the United States. The natural result of this 
increase in activity is more income from foreign sources, whether it be from 
the sale of products or from other sources such as license fees or dividends. 

Aside from the above considerations, the separation of the foreign busi- 
ness from the United States business has the effect of deferring the imposi- 
tion of United States income taxes upon the earnings of the base company 
until these earnings are returned to the parent company. There are also 
many other positive United States tax advantages which vary depending 
upon the specific problem confronting a United States company and its 
foreign business. 

Operations of a base company may be of advantage in minimizing 
foreign taxes, especially in regard to taxes imposed on licensing and dividend 
income. Minimization of foreign taxes results from careful planning in the 
location of foreign establishments, consideration of the effect of interna- 
tional tax treaties, and, in some cases, from the negotiation of a tax agree- 
ment allocating taxable income to a foreign establishment. 


2For an analysis of the tax advantages of a base company, see Grppons, Tax Factors 
tn Bastnc INTERNATIONAL Business Asroap (Harvard Law School, International Pro- 
gram in Taxation, 1957). 
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Exporting Through a Foreign Base Company 


Many base companies handle not only exports from United States 
sources but from their foreign sources of supply as well. They act as central 
selling units for exports from all locations, coordinate sales efforts, and are 
in charge of world-wide advertising. In this way all foreign advertising is 
carried on in the name of the base company rather than in the corporate 
name of the various manufacturing companies supplying the products for 
a particular market. 

Passage of Title. A foreign base company which purchases in the 
United States and sells abroad is not subject to United States income tax on 
the income from the sales. A practical problem may arise, however, in 
determining where the sales occur. The Internal Revenue Service has be- 
come dissatisfied with its former practice of accepting the passage of title 
as the sole criterion in determining where the sale occurred. Now the In- 
ternal Revenue Service seeks to make new law and change the rules con- 
cerning the source of income. A number of Western Hemisphere Trade 
Corporations have been disqualified on the theory that the sales occurred 
in the United States even though both the buyer and seller expressed the 
intention that the ownership of the merchandise was to pass to the purchaser 
at the port of entry in the country of import. The precise rule which the 
Internal Revenue Service desires to impose is not yet clear but is normally 
called the “substance test” as distinguished from the “passage of title test.” 
The “substance test” is vague, but apparently consists in considering all as- 
pects of the sale such as the negotiations leading to the sale, the execution 
of the agreement, the location of the property, place of payment, time of 
payment, method of quoting prices, and any other factors. It is probable 
that this uncertainty will not be cleared up for several years. 

Aside from the desire to modify the rules in determining the source of 
income, the Internal Revenue Service has taken a stricter attitude in review- 
ing the operations of Western Hemisphere Trade Corporations. Therefore, 
it is prudent to be sure that the documents and other details of the sales are 
handled so as to be consistent with the basic contract of sale which provides 
that title will pass to the buyer at a certain place outside of the United 
States. In general, warehousing, consignment sales, or floor planning of 
goods will avoid title passage problems. It is perhaps more important to 
follow the rules carefully in the case of a Western Hemisphere Trade 
Corporation than in the case of a foreign base company because if 5 per cent 
of the sales of the former are not from sources without the United States, full 
United States tax is due on all income of the company. In the case of a for- 
eign company, if certain sales occur in the United States due to inattention 
or error, the income from these sales alone is taxable in the United States. 


3 Int. Rev. Cope or 1954, § 862(6). 
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For many reasons, including the uncertainty in determining when a 
sale occurs, many base companies have established foreign administrative 
offices to negotiate the sales, accept orders, receive payment, and perform 
other activities. Even if a court should decide that the vague substance test 
is to be applied, a properly organized base company with an active foreign 
office will nevertheless clearly have its sales occurring abroad. If a base 
company does establish a foreign administrative office and has substantially 
all of its activities outside of the United States, the Internal Revenue Service 
cannot tax its operations without taxing all foreign corporations which 
purchase in the United States, unless the Internal Revenue Code itself is 
changed. 

One method of avoiding the problems of title passage is that of paying 
a sales commission to a base company for sales and service activity outside 
of the United States. Of course, the base company must perform services 
commensurate with the amount paid as a commission. 

Aside from the threat of United States taxation, many base companies 
have felt the need to have sales, advertising, market research, administrative, 
and technical personnel located close to their foreign markets. Where local 
distributors, dealers, or agents are utilized, constant sales and service super- 
vision is a necessity to achieve maximum sales. Base company sales and 
service personnel together with personnel from the distributor, dealer, or 
agent often call upon customers to make sales or to service equipment al- 
ready sold. 

Pricing. Another current matter in issue is the pricing between a United 
States parent and its foreign base company. The Internal Revenue Service 
has not consistently enforced any particular rule on this point. However, 
if comparable sales have been made to unrelated third parties, comparable 
prices are a good basis for planning. If no sales to unrelated third parties 
are available, a justifiable pricing arrangement can be worked out consider- 
ing all the functions performed by the base company and various other 
factors. 

Foreign Sales and Administrative Offices of Foreign Base Companies— 
Belgium and Holland. Many base companies have established European 
offices in a convenient place where the local laws are favorable. Belgium 
and Holland are especially well located and have advantages from the fiscal 
point of view. The activities of personnel of such a branch in some cases 
extend to all Europe and in others throughout the world. The activities of 
the branch contribute in part to the income earned outside of either Belgium 
or Holland. Usually a large portion of the income of the base company 
arises from sources outside of the country in which the branch office is 
located. Under certain conditions, the fiscal authorities are willing to make 
a written commitment in advance fixing the allocation of a portion of the 
gross income of foreign sales which is deemed to arise from local activities 
and, therefore, is subject to local taxes. The fiscal authorities recognize that 
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only a portion of the profit from an international sale should be subject to 
local taxes. 

Several different approaches have been used in the allocation of income. 
Normally, the local income is what an independent third party would charge 
to perform similar services. One type of allocation is based upon a per- 
centage of the gross sales in which the branch office plays some part. 
Another is computed by taking a percentage of the costs of maintaining the 
branch office and paying local tax at full rates upon that amount. By apply- 
ing reasonable rules of allocation, the authorities accomplish several things: 
(1) they encourage the establishment of offices which add to the business 
and the tax revenues of the country; (2) the personnel of the branch 
office pay local taxes and spend money in that country; and (3) the au- 
thorities, rightly in many cases, believe that such a sales and administrative 
office will be the forerunner of an actual manufacturing establishment which 
will contribute even more to the well-being of the country. 

When a manufacturing operation is established, the base company’s 
sales and administrative office often continues to handle sales of locally manu- 
factured products and continues to enjoy a reasonable allocation of the in- 
come to local sources. The remainder is considered as arising from sources 
outside of the local country not subject to local taxes. 

—Switzerland. Aside from registering a branch of a base company in 
Switzerland in a manner similar to that described with reference to Belgium 
and Holland, it is possible to establish a base company there which may 
carry on the necessary sales activities from its home office. Negotiations 
can be carried on with the cantonal tax officials to determine in advance 
the percentage of the foreign branch income of a Swiss foreign base com- 
pany which will be subject to Swiss tax, the rate of tax imposed on it, and 
the rate of tax upon the foreign income from sales handled by the Swiss 
office and income from local Swiss sales. In some cases, cantonal authorities 
are empowered to exempt the local income from substantially all cantonal 
taxes regardless of whether the business is done in Switzerland or abroad. 
In order to choose intelligently where to establish a Swiss company, a 
thorough knowledge of the cantonal laws is required, as well as knowledge 
of the type of operations envisaged by the base company. 

—Cuba, Bahamas, Panama, Puerto Rico, Venezuela. In the Western 
Hemisphere a branch office or home office may carry on the sales activities 
advantageously in several locations. 

Cuba recently has attracted interest as the result of Decree No. 3353 
of October 3, 1958.4 This decree was issued in order to create new employ- 
ment opportunities, and to increase the international trade of Cuba. The 
decree is interpretive in nature and represents primarily a clarification of the 
law rather than a change in the law. The decree applies to Cuban companies 


*The writer has been informed that the new Government of Cuba is considering 
amending this decree to provide additional advantages. 





























































Spring] METHODS AND CHANNELS OF FOREIGN TRADE 149 


or branches of foreign companies registered in Cuba. Article I of the de- 
cree states that “activities encompassing the management, control, or direc- 
tion of, counselling with respect to, or accounting for, sales and other 
mercantile transactions consummated outside of Cuba, relating to products 
of foreign origin, destined to foreign markets and which at no time are 
imported for Cuban consumption” are not subject to the taxes of chapter 
six of the law of January 27, 1931, nor to the taxes on capital or excess 
profits. 

There is included in management such activities as receiving, processing 
and accepting orders, endorsing shipping documents of all kinds, preparing 
and forwarding drafts, the invoicing of merchandise, and the receipt and 
endorsement of instruments of payment or drafts of foreign origin relating 
to such orders, provided such instruments as such are in ordinary course 
transmitted abroad for collection. 

The decree also clarifies the application of the 2 per cent tax on the 
exportation of money or its equivalent so that this tax will not be construed 
to apply to the sale of goods outside of Cuba. 

Aside from Cuba, many foreign base companies have established 
branches to handle sales in the Bahamas, Panama, and Puerto Rico. The tax 
situation in the Bahamas and Panama is well known. In Puerto Rico it has 
been possible under certain conditions to secure a ruling exempting certain 
activities of a branch related to extraterritorial sales from income tax. 

Because of an active and large domestic market for many United States 
products and low tax rates, some companies have been attracted to Vene- 
zuela. Companies have chosen it as a site for incorporation and have estab- 
lished offices and factories there. A branch of a Venezuelan company may 
be established at another location to handle all or a portion of the foreign 
sales activity. 

Functions of the Foreign Sales and Administrative Office. The functions 
of such a foreign office may include receipt of orders for goods, plac- 
ing orders on the parent company, invoicing, collecting, and servicing, and 
other functions necessary in coordinating its sales. The availability of free 
port facilities in many countries should not be overlooked. The local branch 
office may have certain functions in supervising the handling of a stock of 
goods located in a free port area. In some cases, certain activities cannot 
be carried on at the branch office without subjecting all income from sales 
to local taxation. It is important to examine and analyze the over-all ac- 
tivities of the base company in determining which activities may be prop- 
erly allocated to the branch office. 


Licensing Through a Foreign Base Company 
Switzerland and Its Treaties.5 The advantages of licensing foreign com- 
5The material on Switzerland has been prepared with the collaboration of Mr. 


Peter Achermann of Chicago, Illinois, a member of the Lucerne Bar, and Mr. Eric E. 
Homburger, a member of the Zurich Bar. 
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panies through base companies are not as yet widely known. Switzerland, 
with its network of treaties for the prevention of double taxation, can be 
used to advantage as a base for licensing. Switzerland may be an excellent 
choice when the prospective licensee is located in a country with which 
Switzerland has a tax treaty. Advantages accrue because the country in 
which the licensee is located will normally not withhold taxes or may re- 
duce withholding taxes from license fees paid to a Swiss recipient under the 
terms of the tax treaty. The treaties usually provide that these fees will be 
subjected to tax at the domicile of the recipient. Switzerland has negotiated 
tax treaties with ten countries: Austria, Denmark, Finland, France, Germany, 
Great Britain, the Netherlands, Norway, and Sweden. Treaties with Italy, 
Canada, and Belgium are under negotiation. 

The Swiss tax treaties are of interest because Swiss tax rates upon the 
licensee income can be very low. Otherwise, the use of the United States 
parent would be equally advantageous. Often, the license fees received by a 
United States corporation are not subject to withholding tax imposed by the 
country in which the licensee is located, if a treaty is present, but would be 
subject to a 52 per cent tax in the United States. In general, there is the 
benefit of a tax deferral to the extent to which the effective Swiss tax rate is 
less than 52 per cent. 

The possibilities of forming a Swiss base company subject to a relatively 
low tax rate are good. In Switzerland taxes are imposed by municipalities 
(communes), states (cantons), and by the federal government. Federal in- 
come tax (called Federal Defense Tax) is imposed equally upon all Swiss 
companies, regardless of where they are located, at rates from 3 per cent to 
8 per cent, depending upon the relationship of the net income to capital and 
reserves.” 

Cantonal and communal tax rates vary widely depending upon the 
canton in which the company is established. Some cantons have tax laws 
that give authority to tax officials to exempt companies from cantonal taxes 
under certain conditions. For example, section 6 of the tax law of Fribourg 
states as follows: 


“The Cantonal Government has the authority to exempt newly estab- 
lished and permanent industries from taxes for a fixed period of time. 
It also has the power to grant special tax treatment to holding com- 
panies and foundations which have only their domicile in the Canton.” 


In some cases, exemption is granted on business carried on from a loca- 
tion in Switzerland which is exclusively related to extraterritorial income. 
The net result is that the license fees received by a Swiss corporation need 


®Lenz, Les Conventions Suisses de Double Imposition, NovvELLe BiBLioTHEQUE DE 
Droit ET JURISPRUDENCE 218 (1951). 
7 Bundesbeschluss tiber die Erhebung einer Wehrsteuer, § 57. 
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not suffer substantial tax shrinkage. These funds are normally accumulated 
in Switzerland, although they may be kept in a United States bank account 
of the Swiss corporation and reinvested in foreign corporate acquisitions, 
used in financing the sale of the base company’s products, or used in any 
other way. If the time comes when the licensing program is completed and 
the licensing income is needed in the United States, liquidation of the Swiss 
base company may provide an advantageous method of returning this in- 
come to the United States parent at capital gain rates. 

A good example of the utility of a Swiss base company for licensing 
patents, trademarks, and know-how is the case of an English licensee. If 
the license runs to a base company and no treaty is applicable, the United 
Kingdom tax on the royalty will normally be 42.5 per cent. However, 
under the Swiss-United Kingdom Treaty, a refund is granted or an exemp- 
tion given for United Kingdom taxes on the royalty. 

When the taxability of income arising from a license contract is not 
governed by a tax treaty, it is advisable to subject the license contract to 
careful analysis in light of the tax law of the country of the licensee. For 
example, England might not subject payments by an English licensee for 
services rendered on its behalf, especially those outside England. On the 
other hand, payments for the use of patents and trademarks in England will 
be subjected to English tax. Consideration should be given as to whether 
the contract should provide for a management fee, a service fee for service 
in the local country, a service fee for services outside the foreign country, 
or whether it should provide for sales of blueprints, designs, know-how, 
manufacturing data, or other intangibles, and treat them as personal prop- 
erty. In short, all possible characterizations of the payments should be 
considered, taking into account the foreign tax law and the facts of the 
case. 

Transfer of Intangibles to a Foreign Base Company. It should be men- 
tioned that there are some United States tax problems to be resolved in the 
transfer of the foreign patents, trademarks, and other intangibles to the 
foreign base company. 

Until a few years ago, the United States Treasury upon proper facts 
issued rulings allowing the tax-free transfer of the exclusive right to use 
the foreign patents, trademarks, and know-how to a foreign base company 
in exchange for stock of the latter. For the last few years it has not usually 
been possible to obtain such rulings because of the fear in the Treasury 
that such a transfer was primarily for avoidance of taxes. However, as a 
result of a review of section 367 of the Internal Revenue Code within the 
Treasury, at least one favorable ruling was recently issued allowing a tax- 
free transfer of these intangibles on a non-exclusive basis for stock in a 
foreign base company. 

Another method of transferring the rights to the foreign patents, trade- 
marks, and know-how is by an outright sale. In such case, a fair valuation 
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should be made of the assets and under normal circumstances capital gains 
treatment would accrue to the United States parent with respect to pay- 
ments received. Many have considered an installment sale of the assets as 
being the most advantageous method of accomplishing the transfer. 

Some United States companies transfer the right to use these intangibles 
in consideration for a share of the profits resulting from their exploitation 
by the foreign base company. The share which is returned to the United 
States parent has varied widely: some have received 50 per cent and 
others only a few per cent. Determination of a fair share would seem to 
depend upon how the value of the intangibles compares to the value of the 
servicing or other activities of the foreign base company. 

Royalties Qualifying Under Section 902(d) of the Internal Revenue 
Code. Another tax advantage which may be worth considering is that pro- 
vided in section 902(d) of the Code, wherein a foreign tax credit is granted 
upon the payment of royalties by a wholly-owned subsidiary to its United 
States parent under certain conditions. As a result of this provision, it ap- 
pears to be possible to take credit for foreign taxes paid even though the 
royalty itself is deductible under foreign law. In some circumstances, 
especially where only the royalty is returned to the United States and the 
earnings of the same year are retained abroad, the United States tax result 
is quite favorable.8 In the event this channel of returning earnings to the 
United States were utilized, a foreign base company could not be used. The 
royalty contract qualifying under this section must be between a United 
States parent and its foreign subsidiary. 


Stock Ownership in Foreign Manufacturing 


Subsidiaries Through a Foreign Base Company. In the past, many United 
States companies did not plan their foreign corporate organization with 
consideration for the need for capital investment abroad. If they had, there 
probably would be more foreign base companies used as receptacles for 
foreign dividends and as suppliers of capital for foreign investments. 

There may be several advantages in having a foreign base company hold 
shares in other foreign companies. Even with the new carry-over and carry- 
back of foreign tax credits under section 904 of the Internal Revenue Code, 
some credit for foreign taxes paid may be lost due to the per country limita- 
tion. If a foreign country’s tax rate is greater than 52 per cent, the excess 
over 52 per cent may be lost. If income taxed at rates higher than 52 per 
cent is mixed with lower-taxed income in a foreign holding company, this 
excess credit may be utilized. 

In considering the use of a foreign base company in holding stock of 
foreign subsidiaries, one basic question should be considered. If stock of 
subsidiaries in foreign countries with tax rates approximately as high as the 


8 Owens, Royalties From Foreign Subsidiaries, 37 Taxes 129 (1959). 
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United States rates is to be held, there may be little reason to use a foreign 
holding company, since the foreign tax credits can be taken by the United 
States parent company on dividends received from such subsidiaries, which 
in effect means, little or no United States tax would be due with respect to 
such income. On the other hand, if dividends from foreign subsidiaries are 
reinvested in other foreign subsidiaries in low-tax countries, and future in- 
come from these low-tax countries is to be reinvested, then a foreign base 
company holding the stock may be useful. 

Other considerations aside from tax matters bear upon the question. 
If a corporation has set up a foreign base company, the personnel of such 
company normally is given full charge of the foreign operations. Therefore, 
ownership of the foreign subsidiaries would naturally fall within their 
orbit of interest and responsibility strictly for functional reasons. However, 
in each case the desire for organizational consistency should be measured 
against the tax results of securing such consistency. 

In general, it is true that the formation of a foreign base company does 
not result in more United States and foreign taxes due to a slight advantage 
present in computing United States credits under section 901(b) of the 
Internal Revenue Code. Under this section there is a combination of a 
deduction and a credit which can mean a maximum 11.8 per cent better 
return, but usually results only in a much smaller percentage of benefit.® 

Timing of Dividends Declared by Holding Companies and Subsidiaries 
of Holding Companies. There are intricate problems to be solved when 
and if income is to be returned through a foreign base company to the 
United States parent. Such problems include that of timing a dividend 
declaration to take advantage of the LIFO (last-in, first-out) method con- 
tained in section 902(c) of the Code, so that the credit available against the 
United States tax on such dividend is maximized. Under certain circum- 
stances, a mixing of low-taxed and high-taxed income in a foreign base 
company is undesirable. For example, a Canadian operating subsidiary is 
frequently used as a foreign holding company since under section 28(1)(d) 
of the Canadian Income Tax Act, dividends received from non-resident 
subsidiaries of the Canadian company which are more than 25 per cent 
Canadian-owned, are deductible. If the holding company is a Canadian 
operating company with substantial income of its own, it is important to 
make sure that to the extent possible the dividend declared is made up of 
Canadian earnings for tax credit purposes. Relatively tax-free dividend 
earnings from some other country which flow into the Canadian subsidiary 
should be used by the Canadian company for investment outside the United 
States. By timing dividend declarations of the Canadian company with those 
of its foreign subsidiaries, the United States foreign tax credits are maxi- 


® Baker and Creed, Foreign Holding Companies and Foreign Tax Credits, 34 Taxes 
746 (1956). 
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mized. Similar problems in reverse exist when the holding company is in a 
low-tax country holding stock of subsidiaries located in high-tax countries. 

Foreign Based Insurance Companies. There are interesting possibilities 
for using a foreign base company for direct writing and reinsuring United 
States and foreign risks. Possible advantages lie in at least two areas. First, 
the country in which the risks are located may not tax the underwriting 
profits of a foreign insurer or if it does so, the rate of taxation may be low. 
Normally, in the United States premiums paid to a foreign reinsurer are 
deductible by the payor of the premiums. They are deductible even if 
paid to a related company if the pricing is fair and the transactions are 
carried out at arm’s length. The applicability of the United States stamp tax 
provided for by section 4371 of the Code depends upon the facts of the 
reinsurance transaction. Second, investment income which accrues to a 
base company may not be subject to as high rates of taxation as income 
earned by a United States company or a foreign company incorporated in 
a country with high tax rates. 

Foreign Based Finance and Banking Companies. Some United States 
manufacturing companies have found it beneficial to form foreign com- 
panies to finance sales of their products abroad or in the United States. 
A banking or finance company can be formed in a jurisdiction with a low 
tax rate or a tax which is territorial in nature. For example, a Panamanian 
finance company may finance Mexican sales and the interest paid on such 
obligations is subject to the low Mexican tax rate imposed upon income of 
foreign banking companies.!° If United States financing is desired, con- 
sideration should be given to the treaties the United States has with foreign 
countries before deciding upon a domicile for the foreign-based finance 
company. There are excellent possibilities of working out a favorable 
organizational pattern for world-wide financing through the medium of a 
foreign company. 


Tue Errect oF THE EuropeAN Economic COMMUNITY ON THE 
CHANNELS AND Metuops oF ForEIGN TRADE 11 


The creation of the European Economic Community (hereinafter re- 
ferred to as EEC or the Common Market) is a development which will affect 
the channels and methods of international trade heretofore carried on with 
the six signatory nations. The proposed free-trade area, which would encom- 
pass many more European nations including the United Kingdom, for the 
purpose of this discussion will not be considered part of the Common Market. 
Other regional organizations may be formed in the future so lessons learned 
from the Common Market may be applicable to other sections of the world 


10 Ley del Impuesto Sobre la Renta, art. 144, § 3. 


11 INTERGOVERNMENTAL CONFERENCE ON THE COMMON MarKET AND EuRATOM TREATY 
ESTABLISHING THE EuRopEAN Economic COMMUNITY AND CONNECTED DocuMENTs (1957). 





















































Spring] METHODS AND CHANNELS OF FOREIGN TRADE 155 


in the future. Before discussing the effect on channels of trade, it may be 
useful to review the purpose and the more important provisions of the 
Common Market Treaty. 

The basic purpose of the Treaty is to create a mass market without 
monopoly where there is constant pressure to invest, improve quality, and 
modernize productive equipment.!? First, it provides for the gradual aboli- 
tion of customs duties and quotas between the countries. Second, a com- 
mon external customs tariff will be maintained. Third, restrictions upon the 
movement of services, capital, and labor will be removed. No discrimina- 
tory rate charges by common carriers will be allowed. Fourth, restrictive 
business practices are to be abolished. Fifth, a common agricultural policy 
will be established which it is anticipated will include mechanisms to protect 
the farmer in each country. Sixth, differences in national laws are to 
be abolished which directly prejudice the establishment of the Common 
Market. Seventh, overseas countries and territories associated with mem- 
ber countries may retain tariffs but the rates shall be the same for member 
countries. Such overseas countries and territorities shall benefit to the same 
extent as member countries in the latter’s tariff reductions vis-a-vis the other 
members. Eighth, various institutions are to be created which will execute 
the agreement, legislate other rules, and decide disputes as they arise. The 
Assembly and the Council in general will perform legislative functions, 
the Commission will normally execute the rules made by the former bodies, 
and the Court of Justice will decide disputes. 


Effect of the Common Market on United States Exports 


When tariff reduction is completed in twelve or fifteen years, it is 
estimated that about 32 per cent of United States exports to the Common 
Market will be adversely affected by internal tariff cuts between the six 
countries. This percentage includes industrial machinery, electrical ma- 
chinery, machine tools, certain chemicals, and automobiles.1* The basic 
reason for the unfavorable effect is that competition by manufacturers 
within the Common Market will be more acute because they will be forced 
to become more efficient. Increased efficiency will occur in many cases 
because many manufacturers will combine to become a stronger competitor 
in the market. This competition will not only include European manu- 
facturers but United States competitors who already have established or 
will establish production there. These competitive advantages are in addi- 
tion to presently existing low labor costs and low freight costs of European 
manufacturers. Even today many United States manufacturers are not 


12Comité Intergouvernemental créé par la conférence de Messine, Rapport des 
Chefs de Delegations aux Ministres des Affairs Estrangéres, Brussels, April 21, 1956. 

18 Piquet, The Impact of Changing Tariffs on U.S. Exports, in THe European 
Common Marget 127, 133 (American Management Ass’n 1958). 
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making substantial exports of machinery and similar products to Europe 
for these same reasons.14 

When the internal tariffs are abolished, the products manufactured 
within the six countries may be sold in any of the six countries duty free. 
On the other hand, United States exporters will be required to pay duties 
unless the common tariff wall is abolished by the six nations. If a United 
States exporter sells primarily to Germany or the Benelux countries where 
duties are low today, the United States exporter will probably be faced 
with an increase in duties when the duties are equalized between the six 
countries. In general, duties in Germany and the Benelux countries will rise 
while those in France and Italy will decline. One writer suggests that the 
members of the EEC believed it advisable to establish relatively high external 
tariffs so that negotiations with those outside could be carried on and the 
EEC nations would be in a better position to make tariff concessions.15 The 
same writer notes that the arithmetical method written into the treaty 
yields a higher average than if the percentage of total imports of each 
country were used as a basis. 

However, there will be countervailing factors which may tend to re- 
verse the trend. If the countries of the Common Market experience a rapid 
growth they may be able to purchase more from the United States despite 
the problems mentioned above. That is, there may be more United States 
dollars available and their need for machinery and equipment may be greater, 
especially for those products needed for expanding production facilities or 
for products that for some reason are not being produced in the EEC or 
not produced in sufficient quantities. An increase in the United States ex- 
ports was predicted by Pierre Wigny, Foreign Minister of Belgium.?® This 
possibility will more likely occur if both the United States and the six 
countries lower external tariffs. A first step in this direction was taken in 
December 1958. The Council of Ministers of the EEC decided to match 
the first 10 per cent reduction in internal tariffs with reductions to all other 
member nations of GATT.!7 

Exports of commodities such as tobacco and raw materials to the six 
countries in all probability will rise. As the Common Market grows in- 
dustrially, its need for raw materials will increase as well. On the other 


14 A recent survey indicates that in 1956, of total tonnage of machinery, transporta- 
tion equipment, and instruments shipped from the Chicago tributory area only 7% was 
destined for Western Europe. Business RESEARCH AND STATIsTics DIvIsiON OF THE CHICAGO 
Ass’N oF COMMERCE AND INDusTRY, Export TraFric—A Stupy or Exports From Cuicaco 
AND Its Trisutory AREA—PROJECTED Exports From Cuicaco By 1965. 

15 Hurtic, THE European Common Market 348 (International Conciliation No. 
517, 1958). 

16 Address Before the Netherlands and Belgian Chambers of Commerce at the Wal- 
dorf Astoria, Oct. 9, 1958. 

17 Bulletin from the European Community No. 33, December, 1958. 
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hand, raw materials and commodities, including tropical products, from the 
overseas countries and territories tied in with the Common Market will re- 
ceive preferential treatment when exported to the EEC countries. To the 
extent that there is competition from these sources, the ability of United 
States exports to sell in Europe will be impaired. 

In light of the above considerations most United States manufacturing 
companies with business in the EEC countries, believe that it is prudent to 
establish a manufacturing plant within the EEC countries. After establish- 
ment of such a plant, exports to the other EEC countries can be made from 
there. In such case, there are still possibilities for the use of a base company 
as a selling entity for sales of European-made products. If this pattern is 
followed, sales profit may suffer the least taxation. In conclusion, the future 
of exporting machinery and related industrial products to the EEC countries 
does not appear as promising as licensing and investment in that area. 


Effect of the Common Market on Licensing and Direct Investment 


Those United States companies which have concluded one or more 
license agreements with or invested in enterprises within the EEC may face 
problems. For example, a licensee which was a good choice before the 
Common Market became a reality may not be strong enough to withstand 
the increased competition when the Common Market is fully underway. 
For those which have more than one license agreement, cancellation of 
agreements with the licensees proven to be less successful under the Common 
Market Treaty is a possibility. For those contemplating license agreements 
with or investments in enterprises within the EEC, careful study should 
be given in choosing an enterprise which will be strong enough to withstand 
the increased competition, and well located to supply the mass market which 
will result. Manufacturers within the countries will combine better to 
meet the competition, and it is inevitable that the weaker competitors will 
perish. Also, those manufacturers which enjoyed preferential treatment 
within their respective countries due to special arrangements with carriers 
and agreements which tended to prevent competition, will be placed on an 
equal basis with the others.18 

The treaty does not provide for uniformity in each country’s income tax 
laws. It does provide for abolition of discriminatory taxes levied directly 
or indirectly on the products of another country and exemptions or re- 
funds on exports. It is not anticipated under the treaty that income tax laws 
will be required to be made uniform unless it appears that income tax laws 
directly affect the establishment or operation in the Common Market. 
Under these conditions the subject might fall within the orbit of article 


18 Article 79 of the treaty provides for abolition of discrimination of freight rates. 
Article 85 of the treaty lays down rules prohibiting agreements preventing competition 
within the six countries. 
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100, which provides for harmonization of laws in general. Neither the 
European Coal and Steel Community nor the Benelux agreements found 
it necessary to require similar fiscal laws in the member countries. It was 
apparently decided that different tax systems would be tolerated just as 
diversities in labor costs, availability of natural resources, and other factors 
which will necessarily vary from country to country.!® 

In light of the fact that the tax systems of the six countries will remain 
more or less unchanged under the terms of the treaty, the advantages of a 
base company for licensing and investment companies located within the 
EEC would appear to depend upon the considerations discussed above.?° 


Future DEVELOPMENTS WuicH May AFFEcT CHANNELS 
AND MEtuHops oF INTERNATIONAL TRADE 


Past Proposals 


In the last few years numerous proposals have been made to encourage 
foreign investment by granting some kind of tax relief to corporations en- 
gaged in foreign trade. Among the proposals was section 923 of the House 
version of the Internal Revenue Code of 1954 in House Bill 8300,2! which 
was changed somewhat and reintroduced in 1955 as House Bill 7725.7? 
This proposal lowered the tax rate 14 per cent on “business income from 
foreign sources.” Business income included dividends and interest if re- 
ceived from subsidiaries which were 50 per cent or more United States- 
owned and rental and royalty income from foreign sources. Foreign branch 
income could qualify. Income derived from exporting was, however, ex- 
cluded. Opposition from corporations carrying on operations which failed 
to qualify and problems foreseen in applying the concept of “business in- 
come from foreign sources” conspired to cause a demise of the proposals. 

Other proposals have been suggested from time to time. One is the 
so-called Barlow-Wender proposal, or the “Harvard Plan.” 2 This idea 
envisioned the creation of a United States corporation which could defer 
payment of taxes on foreign-source income, whether it be from exporting, 
licensing, technical services, investments, or other activities, unti] such for- 
eign income was distributed. Under the proposal, annual filing of tax returns 
was required, although payment was deferred until distribution. 

Another proposal which attracted considerable attention was the In- 


19 Fontaneau, Les impots sur les revenus des societés dans les pays du Marché 
Commun, Revue pu Marcut Commun 15 (Mar. 1958). 


20 See pp. 145 ff. supra. 

21 83d Cong., 2d Sess. (1954). 

22 84th Cong., Ist Sess. (1955). 

28 BARLOW AND WENDER, FoREIGN INVESTMENT AND TAXATION (Harvard Law School 
International Program in Taxation 1955). 
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ternational Business Corporation, suggested by Richard C. Munsche.** 
Basically, the scope of section 931 of the Internal Revenue Code would have 
been broadened to cover all foreign-source income. Corporations which 
qualified would pay no taxes on foreign income. However, dividends paid 
by such a corporation would be subject to full United States tax in the 
hands of the recipient rather than being paid by the corporation as in the 
Barlow-Wender plan. 


Foreign Investment Incentive Act of 1959 


On January 7, 1959, Representative Hale Boggs introduced a bill, which 
is referred to as House Bill 5, or the “Foreign Investment Incentive Tax 
Act of 1959.” 25 Its purpose is to encourage private investment abroad and 
thereby promote American industry and reduce government expenditures 
for foreign economic assistance. The bill consists of six proposed amend- 
ments of the 1954 Internal Revenue Code, including a provision for a de- 
ferral of tax and a rate reduction. 

Section 2 of the bill provides for a United States Foreign Business 
Corporation. A “Foreign Business Corporation” is defined as a domestic 
corporation which derives at least 90 per cent of its gross income from 
sources without the United States and at least 90 per cent of its gross in- 
come from the active conduct of a trade or business. The concept of “the 
active conduct of a trade or business” is broadened in the case of a Foreign 
Business Corporation to include dividends if received from a foreign corpora- 
tion, the voting stock of which is at least 10 per cent-owned by the Foreign 
Business Corporation. It also includes payments for the use of or right to 
use patents, trademarks, and copyrights and for rendering technical, man- 
agerial, engineering, construction, scientific, or like services. A corporation 
qualifying as a Foreign Business Corporation may defer payment of United 
States tax until its income is distributed. The practical effect of this provision 
is that earnings from one foreign country may be withdrawn from that 
country and reinvested in another foreign country without suffering re- 
duction from United States tax. Under present law, a United States corpora- 
tion which wishes to take profit from one country and reinvest these profits 
in another country becomes subject to immediate United States tax when 
a dividend is declared to the United States parent company. The enactment 
of this section of this bill would facilitate foreign investment by providing 
an incentive—a deferral of United States tax until the foreign-source earn- 
ings are returned to the shareholders of the Foreign Business Corporation. 

Since such a corporation would provide deferral of United States 
taxes, it is similar to a foreign base company in this respect. Passage of this 
bill would provide United States business with an alternative to a foreign 


24Munsche, The Need for an International Business Corporation Concept, 33 
Taxes 487 (1955). 
25 86th Cong., Ist Sess. (1959). 
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base company without requiring incorporation in a foreign country. How- 
ever, it is specifically provided that upon liquidation of a United States 
Foreign Business Corporation, United States income tax will be paid at 
normal rather than at capital gains rates. 

Section 4 of the bill provides a rate reduction of 14 per cent on all 
foreign income earned by an International Trade Corporation. Since the 
section broadens the benefits and eliminates the needs for the Western 
Hemisphere Trade Corporation section, this broader-type of corporation 
would replace the older provision as section 921 of the 1954 Code. 

Apparently Mr. Boggs judged it prudent not to attempt to change the 
present source of income rules embodied in sections 861 through 863 of the 
Internal Revenue Code. The memory of the failure of House Bills 8300 and 
7725 probably provided the basis for this decision. 

Section 3 of the bill, if enacted, would facilitate transfers and reorgani- 
zations related to foreign investments by doing away with the requirement 
of an advance ruling in cases where a tax-free transfer of foreign business 
property to a foreign corporation is desired. The purpose of this section 
is to liberalize the application of section 367 in order that legitimate re- 
organizations of foreign business can be accomplished. Many companies 
have built up their corporate organizations without a plan and now find it 
impossible to form a single foreign holding company to hold stock in other 
foreign subsidiaries. On the other hand, a company beginning its foreign 
operations may organize such a holding company without difficulty. 

The fate of House Bill 5 cannot be foreseen at present, but the chances 
of obtaining a rate reduction (section 4) seem less likely than obtaining a 
deferral of tax (section 2). In any event, deferral would probably more 
directly encourage an expansion of foreign investment than would a rate 
reduction, as is evidenced by the recent interest in foreign base companies. 

Foreign Business Corporations and United States Tax Treaties. A 
Foreign Business Corporation will have an advantage over a foreign base 
company in many cases if it can take advantage of the twenty-one United 
States tax treaties presently in effect and those which are signed in the 
future.2® Qualification by a Foreign Business Corporation for the treaty 
benefit will in many cases result in a reduction or elimination of foreign 
taxes otherwise applicable. First, under normal circumstances, unless the 
foreign base company has a permanent establishment in the foreign country, 
the latter may not tax industrial and commercial profit such as income de- 
rived from the sale of goods there. Second, royalty, license fees, and other 
service fees may be exempt from taxes in the country from which paid. 
Third, interest and dividends may also be exempt or subject to lower tax 
in the country of the payor. To the extent that royalty payments, service 
fees and other fees are deductible by the paying company, not only will 
the Foreign Business Corporation receive tax-free earnings, but the local 


26 Nineteen more tax treaties are under negotiation. See CCH Tax Treaties § 51. 
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company will receive the benefit of the deduction. This is of particular 
interest where the local company is a wholly or partially-owned subsidiary. 
Therefore, it will be worthwhile to study carefully the most advantageous 
channels for the return of earnings from the foreign country, especially in 
cases where a wholly-owned foreign subsidiary is the foreign payor. 


CoNCLUSION 


Regardless of whether organization of a United States Foreign Business 
Corporation will in the future be permitted or whether a United States 
manufacturer will be required to continue to use foreign base companies, 
the problems of choosing the most advantageous methods and channels of 
foreign trade are similar. First, a decision must be reached as to whether a 
company’s method of carrying on foreign trade will be by exporting, 
licensing, or direct investment. At the same time, consideration should be 
given to the feasibility of entrusting one or more of these methods to a 
foreign base company or to a Foreign Business Corporation if the proposal 
is adopted. It is clear that the Common Market may be lost to many com- 
panies unless they are in a position to establish manufacturing facilities 
within the area. This requires capital which can be supplied by a foreign 
base company or a Foreign Business Corporation from its accumulated 
earnings. In any organizational pattern, careful consideration should be given 
to the tax treaties. 

The improvement of methods and channels of foreign trade is re- 
lated to the success or failure of the cold war with Russia. It is primarily 
an economic war at the present time. If the present trend continues, Russia 
will continue to attract under-industrialized nations or take control of them 
by subversion. United States foreign policy must create conditions which 
facilitate maximum foreign trade and investment. By doing so it will enlist 
the aid of United States business in assisting countries in Asia, Africa, and 
South America to raise their standards of living. 

The United States Treasury in the past few years has been more or 
less hostile to measures designed to accelerate foreign trade and investment.?? 
It is the function of the Treasury Department and the Internal Revenue 
Service to collect as much revenue as they are charged to collect under the 
law. On the other hand, the Treasury Department is not delegated the 
task of making foreign policy, and the problems of foreign trade and in- 
vestment today have a vital and direct bearing on foreign policy. Today, 
foreign policy objectives far outweigh loss of revenue, if any, which would 
be suffered by the adoption of a United States Foreign Business Corporation 
or a similar organization to facilitate further expansion of the present 
methods and channels of foreign trade. 


27 Statement of Dan Throop Smith, Deputy to the Secretary of the Treasury (In 
Charge of Tax Policy), Hearings Before the Subcommittee on Foreign Trade Policy of 
the House Committee on Ways and Means, 85th Cong., 2d Sess., 44 (1958). 











Financing the international transaction .. . 


“Although the banker’s credit is postulated upon the sale of 
goods, the operation of the credit itself is completely sepa- 
rated from the actual sales transaction itself. The mechanics 
of the letter of credit arrangement are based upon documents 
and documents alone ... and rights, liabilities, and interests 
with respect to the proceeds of the credit are determined 
solely by reference to them.” 


PROBLEMS AND PATTERNS OF 
THE LETTER OF CREDIT 


BY NORMAN I. MILLER * 


ALTHOUGH THE LETTER OF CREDIT as it is known and used today 
in international sales is of comparatively recent origin,’ the instrument in its 
simplest form was employed as far back as the twelfth century.? Records 
show that the more powerful and wealthy men of that time frequently 
issued letters promising to reimburse those advancing money or merchandise 
to servants or emissaries acting on their behalf, relying on their own general 
reputation to provide sufficient guarantee for the advance requested. Similar 
practices were likewise employed by merchants of that period, especially in 


* NORMAN I. MILLER. Partner in the firm of Baker, McKenzie & High- 
tower, Chicago. 


1The modern banker’s credit in which goods and monies are advanced on the 
strength and reputation of a recognized banking house as such did not come into 
general use until well into the nineteenth century when the practices of merchant 
banking as carried on by the large factoring establishments began to separate from 
the practices of trade itself. See Miller, Bills of Lading and Factors in Nineteenth 
Century English Overseas Trade, 24 U. Cut. L. Rev. 256-66 (1957). It is interesting to 
note that in 1842 when prominent English barristers were called upon to give evidence 
in the case of Russell v. Wiggin, 21 Fed. Cas. 68 (No. 12165) (C.C.D. Mass. 1942), in 
which the enforceability of an acceptance credit issued by the banking house of T. 
Wiggin & Co. was at issue, none of them cited any decisions in support of his views. A 
similar paucity of authority is also apparent in Carnegie v. Morrison, 43 Mass. (2 Metc.) 
381 (1841). 

2 SANBORN, ORIGINS OF THE Earty ENGLISH MariTIME AND COMMERCIAL Law 217, 
348 (1930). In Gotpscumipt, UNIVERSALGESCHICHTE Des HANDELSRECHTS 399 (1891), there 
is a reproduction of such a letter issued by King John in 1201. 
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and around the Mediterranean. They also would issue such instruments 
trusting, however, not in their general reputation but in the closeness of the 
brotherhood to give effect to their letters.* 

The most significant feature of these particular instruments was that 
they were issued by the buyers or users themselves in support of their own 
credit. There was no intervening third party to add his credit to the buyer’s 
and no collateral: the latter had to rely entirely upon his own reputation to 
substantiate the letter.5 This dependency, however, did not reduce the in- 
strument’s effectiveness to any degree while trade was confined to a limited 
area, and for many centuries the merchants appeared very willing to avail 
themselves of these buyer’s credits “to buy commodities or take up monies.” ® 
Indeed, where similar circumstances exist in terms both of geography and 
cohesiveness of a particular trading group, such letters are used even at the 
present time.” 

The fact that the utility of this type of credit instrument was circum- 
scribed by the buyer’s local reputation obviously constituted a real impedi- 
ment to its employment in the more remote markets of the world. As the 


3 There is, however, apparently some ground for believing that such instruments 
were used by the Phoenicians, Babylonians, Assyrians, and Greeks. See Read, Origin of 
Bills of Exchange, 4 Can. B. Rev. 440-45 (1926); 1 Usxer, Toe Earty History or 
Deposit BANKING IN MEDITERRANEAN Europe 22, 44-47, 75 (1943); 3 Encyctopepia Bri- 
TANNICA 67 (14th ed. 1936); Holdsworth, The Origins and Early History of Negotiable 
Instruments, 31 L.Q. Rev. 173, 176 (1915). 

* Trimble, The Law Merchant and the Letter of Credit, 61 Harv. L. Rev. 981, 985 
(1948). 

5 The lack of intervention of the third party (banker) to lend his credit to the 
transaction has led Finkelstein to conclude that this type of instrument cannot be con- 
sidered as a commercial letter of credit. FINKELSTEIN, LecaAL Aspects or COMMERCIAL 
Letrers or Crepit 18-24 (1930). See also Professor Llewellyn’s historical outline of the 
development of the letter of credit in the U.S. in Warp & Harrietp, BANK CREDITS AND 
ACCEPTANCE 146-50 (4th ed. 1958) [hereinafter cited as Warp & HarFiELp]. 

6 Matynes, Lex Mercatoria 76 (1st ed. 1622). Writing primarily as a businessman 
rather than a banker, Malynes in 1622 gives the following brief description of the opera- 
tion of the credit: “A merchant doth send his friend or servant to buy some com- 
modities or take up money for some purpose and doth deliver unto him an open letter, 
directed to another merchant, requiring him that if his friend . . . the bearer of that 
letter have occasion to buy commodities or take up monies that he will procure him 
the same and he will provide him the money or pay him by exchange.” 

™ They are used in the form of an “authority to purchase” when sent directly by 
the buyer to the seller and when the drafts are drawn by the latter directly on the 
buyer: Armour & Co. v. Belton Nat’l Bank, 22 F.2d 727 (5th Cir. 1927); Parrish v. 
Taggart-Delph Lumber Co., 11 Ga. App. 772 (1912); Putman Nat’l Bank v. Snow, 172 
Mass. 569, 52 N.E. 1079 (1899); or else as an “authority to pay” under which the seller 
is authorized to draw on a branch of the buyer’s bank located in the former’s domicile: 
Wilson & Co. v. Niffenezzer, 211 Mich. 311, 178 N.W. 669 (1920); Soppe v. Mechaley 
103 Neb. 264, 172 N.W. 35 (1919). From a legal point of view, the main difference be- 
tween these two forms is that if the seller in his first instance negotiates the draft drawn 
on the buyers, he becomes liable as drawer until the draft is honored by the latter. 
In the second case, he incurs no liability if in keeping with the authority to pay he draws 
on the stipulated bank and the latter also in compliance with the authority pays. 
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boundaries of trade were extended and the distance involved in the sales 
transactions became greater, the need arose for some sort of instrument 
which would overcome this obstacle and enable the buyer of good local 
reputation to operate in an area where he was unknown. It was this need 
that led to the development of the modern banker’s credit.® 

The essential feature of the new instrument was that the issuance of the 
letter of credit was undertaken by a bank instead of the buyer himself.® 
It thus injected a third party into the relationship between the buyer and 
seller: one with international financial prestige to act as paymaster in the 
sales transaction. Thus, whereas the utility of the buyer’s credit depended 
almost wholly upon the reputation of the buyer as known to the seller, such 
knowledge became superfluous where the banker’s credit was concerned.1° 
Moreover, unlike the buyer’s credit, which was designed more to induce a 
sale rather than to further an existing sales agreement,!! the banker’s credit 
was and is generally postulated upon an antecedent contract under which 
the seller either was actually identified or else easily identifiable.’ 

Although the tremendous expansion of international trade in the nine- 
teenth century, especially out of England, led to rapid growth in the use 
of the banker’s credit,!* surprisingly few problems involving the instrument 
came before the courts during this period. Despite the early case of Pillans 
e& Rose v. Van Mierop & Hopkins * in 1765, there appears to have been 
very little litigation in England on the topic until well after the middle of 
the nineteenth century when the speculative practices of the middle fifties 
produced a number of bank failures.15 However, even the cases arising from 
these failures were comparatively few.1® 


8 See Martius, Apvic— CoNcERNING BILts or ExcHANGE 36 (4th ed. 1684). 

® Actually, this type of financing was first undertaken by the large merchant and 
factoring houses. It was only as the financing and banking side of these operations be- 
came more lucrative and complex that they abandoned their trading operations to be- 
come merchant bankers. Joint stock banks did not enter this field until the beginning 
of the twentieth century. Miller, supra note 1, at 256-66. 

10 As customer to the bank, however, his reputation was and is of considerable 
importance to the latter. 

11 See FINKELSTEIN, Of. cit. supra note 5, at 146; McCurdy, Commercial Letters of 
Credit, 35 Harv. L. Rev. 539, 544, 545 (1922). 

12 The question of the dependency of the antecedent sales contract upon the sub- 
sequent acquisition of the letter of credit can, however, raise some very nice problems 
as to the time when the credit should be established and force majeure. See Pavia & 
Co., S.P.A. v. Thurmann-Nielsen, [1952] 1 All. E.R. 492 (C.A.); Brauer & Co. (Great 
Britain), Ltd. v. James Clark (Brush Materials) Ltd., [1952] 1 All. E.R. 981 (C.A.). 


18 Miller, supra note 1, at 256-66. 
143 Burr. 1663, 97 Eng. Rep. 1035 (K.B. 1765). 
15 Miller, supra note 1. 


16 The paucity of litigation has been attributed to the fact that during this period 
letters of credit were issued by comparatively few banking houses with world-wide 
reputations for reliability. FINKELSTEIN, op. cit. supra note 5, at 26. 
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Much the same situation existed in the United States also. Up until 
the end of the last century reports of decisions involving the development 
of this type of instrument appear only sporadically. Indeed, as late as 1886, 
it is possible to find the California courts stating when confronted with the 
letter of credit transaction that “there is no case which we have cited to us, 
or which we have been enabled to find which in all respects is similar to the 
one under consideration.” 17 
With the turn of the century, however, the situation changed. The 
unprecedented commercial activity coincident with the war, the increasing 
rapidity of communication and transport and the influx of new personnel 
into international commerce who possessed neither the experience nor, in 
some instances, the integrity of the older and more established community,}® 
all increased the demand for a financing instrument which was economical, 
easy to use, and safe.!® The banker’s credit fulfilled these needs admirably.”° 
The increase in the use of bankers’ credits also produced considerable 
legal development in this field. The rising tide of prosperity during and 
immediately after the war created a sellers’ market in which buyers were 
prepared to take almost any goods irrespective of whether they complied 
with the requirements of the sales contract. With the recession of 1920, 
however, and the resulting cutback in demand, buyers began to look more 
closely at their contractual rights in an effort to evade the losses inherent 
in a falling market. Litigation began to increase in all areas of sales dealing 
including the letter of credit transaction, and problems of documentary com- 
pliance commenced to appear with increasing frequency in the courts.?! 
The great depression produced yet another crop of decisions on this 
subject. The bank failures of the early thirties emphasized the importance 
of determining which of the various parties to the credit, banks, beneficiary, 
or customer, was entitled to the monies under the transaction.2? Buyer in- 


17 Lefargue v. Harrison, 70 Cal. 380, 386, 9 Pac. 259, 262 (1886). 

18 Davis, THe Law RELATING To CoMMERCIAL LETTERS oF CrepiT 10 (2d ed. London 
1954). 

19One of the by-products of this demand was the bewildering diversity in the 
types of forms used by the banks when issuing the letter of credit. It was this among 
other things which stimulated the early efforts towards uniformity. FINKELSTEIN, Op. cit. 
supra note 5, at 7-8; Warp & Harrietp 179-80. 

20Prior to the passage of the Federal Reserve Act, 38 Srat. 251 (1913), there ap- 
peared to be considerable doubt as to whether national banks had the power to issue 
letters of credit. However, according to Llewellyn, the power was inherent in the 
nature of the business of banking and, as such, was not really dependent on the Federal 
Reserve Act. Warp & HarrFiELp 150; FINKELSTEIN, Op. cit. supra note 5, at 5-6. 

21 F.g., American Steel Co. v. Irving Nat’l Bank, 266 Fed. 41 (2d Cir. 1920); 277 
Fed. 1016 (2d Cir. 1921), cert. denied, 258 U.S. 617, 42 Sup. Ct. 271 (1922); Banco 
Nacional Ultramarino v. First Nat’l Bank, 289 Fed. 169 (D. Mass. 1923). 

22 F.g., Bank of U.S. v. Seltzer, 233 App. Div. 225, 251 N.Y. Supp. 637 (1st Dep’t 
1931); Greenough v. Munroe 53 F.2d 362 (2d Cir. 1931); Shawmut Corp. v. Bobrick 
Sales Corp., 260 N.Y. 499, 184 N.E. 68 (1933). 
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solvencies in this period also encouraged the drafting and enactment in many 
states of the Uniform Trust Receipts Act 8 and a reappraisal of the general 
documentary situation with respect to ownership in the goods. 

A similar cycle both of commercial and legal development resulted from 
World War II. The use of the letter of credit again received enormous 
impetus from the post-bellum upsurge of trading and was again followed 
by increased litigation as a result of subsequent recessions.2* However, on 
this occasion the problems confronting the courts were much more complex. 
Not only had external conditions changed and such things as monetary regu- 
lations, currency fluctuations, and import licenses emerged as factors to be 
considered in the employment of this type of arrangement, but the increased 
familiarity of both banks and traders with the fundamentals of the letter 
of credit had led to its being adapted to a remarkably wide range of com- 
mercial and financial situations, some of them far removed from those for 
which the instrument had been intended originally. 

Notwithstanding this increased litigation, however, many of the im- 
plications of these new or comparatively new adaptations of the credit 
arrangement still await determination. Such determination, if it is to assist 
in realizing the almost infinite potential of the letter of credit, will require 
both an understanding of the essential legal characteristics of the instrument 
and also an appreciation of its existing functions in the field of international 
trade. It is hoped that this article can in some measure contribute to the 
comprehension of both of these factors.?5 





































Tue Crepir OBLIGATION 






Since, as one authority points out, the primary purpose of the banker’s 
credit “is an assurance to the seller of merchandise of prompt payment 
against documents,” 2° it is obviously vital for the seller to comprehend the 
nature of the facilities which the bank is making available to him. While 








23 The act was drafted in 1933 “to eliminate the uncertainties, correct some of the 
inequities, and preserve the practice.” Warp & HarFiExp 61. 

4 E.g., Pintel v. K.N.H. Mohamed Bros., 107 Cal. App. 2d 328, 327 P.2d 315 (1951). 

25 Considerable effort has been made to achieve this on the international level, 
notably by the International Chamber of Commerce. Much, however, remains to be 
done. On the domestic level, the American Law Institute is attempting to deal with 
the more basic areas of documentary credits in the Uniform Commercial Code and 
this may very well have considerable repercussions in the foreign field. See the OEEC 
Bankers Mission to the U.S.A., Tech. Ass. Mission No. 31, Ann. V. 48-49 (Paris 1951). 
Although the provisions of the Code are in many respects an advance over the Uniform 
Customs and Procedures of the International Chamber of Commerce, neither of them 
is entirely comprehensive. See INTERNATIONAL CHAMBER OF COMMERCE, UNIFORM 
CusToMs AND Practice FoR COMMERCIAL DocuMENTARY Crepits (rev. ed. 1951) [herein- 
after cited as I.C.C. Customs]; ALI Nat’: Conr. or CoMMISSIONERS ON UNIFORM STATE 
Laws, CoMMERctAL Cone art. 5 (Letters of Credit) (Official Draft: Text and Comments 
ed. 1957) [hereinafter cited as U.C. Cone]. 
26 Q’Meara Co. v. National Park Bank, 239 N.Y. 386, 397, 146 N.E. 635, 639 (1925). 
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the apparent fiscal liability of the banker in terms of dollars and cents is 
generally very clear to him,?" its legal essence may not be. The question of 
whether or not the letter of credit constitutes a binding commitment on the 
part of the issuer is fundamental to all who place reliance upon it.*8 

The need to emphasize so obvious a point arises from the existence of 
the so-called revocable credit. According to the courts, this type of instru- 
ment does not create a definite and legally binding obligation on the bank 
to honor the documentary drafts of the seller; it may, in fact, be cancelled 
by the bank any time prior to presentation without notice to the bene- 
ficiary.2® Thus, regardless of how far the seller has gone in completing per- 
formance of the sales contract, he may find himself holding a worthless piece 
of paper when he comes to claim payment under the instrument, at which 
time, of course, his goods may very well be on the high seas. Such a situation 
in fact occurred in Cape Asbestos Co. v. Lloyds Bank, Ltd.,5° where the 
plaintiffs, a firm of London manufacturers, contracted to sell a quantity of 
asbestos sheets to Polish buyers in Warsaw. Having been advised of “the 
issue of a credit” in their favor by the defendants, who were correspondents 
to the issuing bank, the plaintiffs shipped the goods in two separate ship- 
ments. Documents together with a sight draft for the value of the goods 
shipped under the first load were presented and honored by the defendants. 
However, in the period intervening between the two shipments, the credit 
was withdrawn by the issuing bank without notifying the seller, and tender 
of the second set of shipping documents with a draft for the outstanding 
price was rejected by the defendants. 

The court held that since the credit was a revocable one, it could be 
withdrawn at any time and there was no legal obligation to notify the bene- 
ficiary that it was no longer in existence.*1 


™™ Provided, of course, the price quoted and payable to the seller is in dollars, 
see pp. 197 ff. infra. For an interesting case of a change in the seller’s own fiscal liability, 
see Braver & Co. (Great Britain) Ltd. v. James Clark (Brush Materials) Ltd., [1952] 
1 All. E.R. 981 (C.A.), where the sellers contracted to ship goods from Brazil at a 
certain price but the Brazilian government subsequently refused to grant the necessary 
export license except at prices well in excess of those contained in the contract. 

78 Including, of course, both the negotiating and confirming banks, if these are 
different. The former as a holder in due course has a right over and against the seller- 
beneficiary as drawer, however. 

291.C.C. Customs art. 40; Gutrertipce & Mecran, THe Law or Banxers’ Com- 
MERCIAL Crepits 17 (2d ed. 1955). 

30 [1921] W.N. 274 (K.B.). 

31 At one time there was a confusion of terminology among English banks in that 
the words “irrevocable” and “confirmed” were used interchangeably. The statement 
by the defendant in the case above that it was merely “advising” and not “confirming” 
the credit was taken by the court as meaning that the credit was a revocable one. 
Apparently, English banks still occasionally use the terms indiscriminately. See Panoutsos 
v. Raymond Hadley Corp., [1917] 2 K.B. 417; Gutrermwce & Mecran, op. cit. supra note 
29, at 13, 35 n.(t). 
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Although today most banks seldom use revocable credits as such,®? the 
dangers inherent in such instruments still cannot be ignored by the bene- 
ficiary. The issuance of credits which are made subject to the uniform 
customs of the International Chamber of Commerce ** could very easily 
result in the establishment of a credit which in the absence of any express 
stipulation to the contrary would be revocable in nature.** Such a situation 
while probably recognizable to the lawyer would almost certainly be over- 
looked by the ordinary merchant.®® It thus becomes essential for the seller 
who is notified directly by the issuing bank of the establishment of a credit 
in his favor to assure himself that the instrument explicitly states that it is 
irrevocable.*® Only then will he be certain of possessing a definite, estab- 
lished, and legally enforceable commitment on the part of the banker.’? 

From the seller’s point of view as beneficiary under a letter of credit, 
the question of confirmation raises the same basic problem as revocation, 
the only difference being that instead of focusing his attention upon the 
issuer, the seller transfers it to a second intermediary bank. Confirmation 
occurs where the beneficiary is specially advised of the existence of the 
credit in his favor by another bank generally in the location of his domicile 
rather than by the issuer itself, and such advice contains a definite under- 
taking on the part of the other bank to honor all drafts drawn and presented 
in accordance with the terms of the credit. This undertaking means that 
the seller-beneficiary has, generally speaking, no longer to concern himself 
with the question of revocation as such:*8 the advising bank by its own con- 


82. Warp & Harrietp 15. See also Mentschikoff, Letters of Credit: The Need for 
Uniform Legislation, 23 U. Cut. L. Rev. 571 (1956). 

33 INTERNATIONAL CHAMBER OF COMMERCE, UNIFORM CUSTOMS AND PRACTICE FOR 
CoMMERCIAL DocuMENTARY CrepiTs (rev. ed. 1951); see note 25 supra. 

%4Despite the fact that revocable credits are seldom used in international trade, 
1.C.C. Customs art. 3 states that “all Credits, unless clearly stipulated as irrevocable, are 
considered revocable even though an expiry date is specified.” Ward and Harfield, 
although condemning “the true viciousness of a revocable credit,” nevertheless com- 
mend the I.C.C. Customs classification, a position which appears somewhat inconsistent, 
to say the least, in the light of art. 3. Warp & Harrietp 15, 215. The U.C. Cone § 1-103 
takes a diametrically opposite position to the I.C.C. Customs. See also Harfield, 56 The 
Canadian Banker, No. 3, 1949, pp. 46, 52. 

85 Even though the I.C.C. Customs are supposed to reflect mercantile as ll as 
banking usage, it is seldom that the merchants’ views are taken into consideration in 
drafting and revising these customs. Editorial 64, Export Trade and Shipper, Sept. 17, 
1951, p. 14. 

36 Where, however, the credit is not made subject to the I.C.C. Customs and is 
silent as to the matter of revocation, the courts hold it to be irrevocable. Foglino & Co. 
v. Webster, 217 App. Div. 282, 216 N.Y. Supp. 225 (1st Dep’t 1926), modified on other 
grounds, 224 N.Y. 516, 155 N.E. 878 (1926). 

87 The importance of such an undertaking is particularly vital in a trading situation 
complicated as it is today with currency regulations, licenses, and numerous other re- 
quirements. 

88 Theoretically, of course, it could be faced with the problem of consideration, 
though the likelihood of the latter ever being raised and sustained as a defense seems 
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firmation has assumed that responsibility.8® He can rely entirely on the 
latter for payment when the time comes.*° 

Of course, where the letter of advice from the intermediate bank does 
no more than notify the seller that he is the beneficiary under a credit issued 
by another house, the former is thrown back to his original position of 
ascertaining for himself the duration and extent of the banker’s obligation. 
The credit in this situation is regarded as “unconfirmed,” and as such it 
means that the question of revocability becomes once more of paramount 
importance to the seller. 


THe DocuMENTARY MECHANISM OF THE CREDIT TRANSACTION 


Although the banker’s credit is postulated upon the sale of goods, the 
operation of the credit itself is completely separated from the actual sales 
transaction itself.41 The mechanics of the letter of credit arrangement are 
based upon documents and documents alone; the parties concerned deal ex- 
clusively in them and the rights, liabilities, and interests with respect to the 
proceeds of the credit are determined solely by reference to them.*” 

Typically, the documents themselves in their simplest form comprise a 
commercial invoice, a full set of bills of lading, and an insurance policy.* 
As requested by the buyer, they constitute, in effect, a reflection of the 
mercantile side of the transaction as distinct from the financial one: the 
invoice represents the actual sales contract dealing with the transfer of 
ownership in particular goods; the bills of lading evidence the shipping 
contract which controls the physical movement of the goods; and the in- 
surance policy reflects the marine insurance contract which protects the two 
parties against the risk of accidental loss involved in such transfer and move- 
ment. Each is vital to the operation of the credit, and each can create diffi- 
culties for the various parties concerned. 


extremely remote. In this respect it should be noted that U.C. Cope § 5-105 subscribes 
to the view that a letter of credit is a “mercantile specialty” free from the contractual 
requirements of consideration. Examples of the various attempts made to subsume the 
letter of credit under contractual doctrine can be found in FINKELSTEIN, Op. cit. supra 
note 5, at 279; McCurdy, supra note 11, at 564; Trimble, supra note 4; Davis, op. cit. 
supra note 18, at 68; GuTrerince & MEcRAH, Op. cit. supra note 29, at 22-26. 

39'Warp & Harrietp 195; Gutrerince & MEcrRaH, Op. cit. supra note 29, at 13. 

40 This is particularly important where currency restrictions have to be taken into 
account. See, e.g., Bril v. Suomen Pankki Finlands Bank, 199 Misc. 11, 97 N.Y.S.2d 22 
(Sup. Ct. 1950), aff'd, 101 N.Y.S.2d 256 (App. Div., 4th Dept. 1950). However, where 
the issuing bank is one of the large American or English houses, confirmation appears 
to be rare. Note, Letters of Credit Under the Proposed Uniform Commercial Code: 
An Opportunity Missed, 62 Yate L.J. 227, 230 n.14 (1953); Megrah, Commercial Letters 
of Credit, 102 L.J. News 410 (1952). 

#1 For the possible exception with respect to fraud, however, see pp. 186-87 infra. 

42 Bank of Italy v. Merchants Nat’l Bank, 236 N.Y. 106, 140 N.E. 211 (1923), cert. 
denied, 264 US. 581, 44 Sup. Ct. 331 (1924); Imbrie v. D. Nagase & Co., 196 App. Div. 
383, 187 N.Y. Supp. 692 (2d Dep’t 1921). 

43 Other documents may also be acquired, however. See 180 infra. 
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The Commercial Invoice 


The commercial invoice, representing as it does the agreement between 
the buyer and seller, is primarily evidence that the goods shipped are in con- 
formity with the underlying sales contract. In essence, it is a representation 
on the part of the vendor that he has fulfilled his part of the bargain with 
respect to the goods. However, the buyer seldom relies on this document 
alone if strict conformity of the goods is commercially important to him.** 

Despite the fact that the description of the goods in the invoice is 
generally of the briefest kind, the courts appear to have recognized that so 
far as documentary conformity is concerned, it is controlling in this matter. 
Thus, where the goods are described differently but not inconsistently in the 
various documents, the bank will be justified in accepting them so long as 
the description in the commercial invoice corresponds to the requirements 
of the credit.* 


The Bill of Lading 


Although the bill of lading is one of the most important documents 
in the bank credit transaction,*® it is also one of the most common sources 
of difficulty. So long as the multiple purposes served by the instrument 
remain separate and distinct from one another, the problems involved in its 


#4 Usually, special certificates of quality or inspection will be required, e.g., Tide- 
water Coal exchange certificates as in Foglino & Co. v. Webster, 217 App. Div. 282, 216 
N.Y. Supp. 225 (1st Dep’t 1926). 

*5 Laudisi v. American Exch. Nat’l Bank, 239 N.Y. 234, 146 N.E. 347 (1924). See 
also I.C.C. Customs art. 33. Although this view is subscribed to by Gutrermce & 
MEcrAH, Op. cit. supra note 29, at 75-76, the weight of English authority is to the con- 
trary. In Rayner & Co. v. Hambros Bank Ltd., [1943] 1 K.B. 37 (C.A.), the court of 
appeals held that a credit calling for documents covering a shipment of “Coromandel 
ground nuts” was not satisfied by tender of a bill of lading evidencing shipment of 
“machine shelled groundnut kernels,” even though the invoice described the goods as 
“Coromandel groundnuts” and even though it was common knowledge in the trade 
that the two terms were synonymous. This case was followed in Netherlands Trading 
Soc’y v. Wayne & Haylitt Co., [1952] Hong Kong L.R. 109. However, the recent de- 
cision of Seymour v. Midland Bank, [1955] 2 Lloyd’s Lists L.R. 147 (K.B.), indicates 
that English courts are trying to move away from the severe and unrealistic doctrine 
of the Rayner case. Here the credit called for documents evidencing shipment of 
“Hong Kong duck feathers” of a certain quantity and description. The invoice which 
was submitted set out all the particulars required, but the bill of lading omitted the 
weight of each bale and the statement that the feathers were “85 per cent clean.” The 
court held that inasmuch as the set of documents as a whole contained all the particulars 
it was a proper tender. The difficulty in all of these cases, however, is the significance 
of the omission in the bill of lading description rather than the latter’s actual conflict 
with the terms of the invoice. E.g., Lamborn v. Lake Shore Banking & Trust Co., 196 
App. Div. 504, 188 N.Y. Supp. 162 (1st Dep’t 1921), aff'd, 231 N.Y. 616, 132 N.E. 911 
(“Java White Sugar” as against requirement of “Java White Granulated Sugar”—held 
non-complying); Bank of N.Y. v. Atterbury Bros., Inc., 226 App. Div. 117, 234 N.Y. 
Supp. 442 (1st Dep’t 1929) (“Unground Casein” as against “Casein”—upheld as comply- 
ing). 

46 In many respects it is, of course, the pivotal one. See Miller, supra note 1. 
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use are comparatively simple. It is when the purposes merge as they do in 
the letter of credit operation; when the contract of affreightment which 
the bill evidences overlaps with its use as a document of title; when the 
rights and liabilities of the carrier have to be set up against the buyer and 
the rights and liabilities of the seller as shown by the bill have to be viewed 
in juxtaposition with the financier, that the situation becomes complicated 
and difficulties begin to manifest themselves. Careful analysis then becomes 
imperative. 

The Document of Title: Negotiability and Security. Despite the fact 
that the bill of lading stems initially from the contract of affreightment 
within the framework of the credit operation itself, its importance as a 
shipping contract is secondary to its use as a document of title. In its latter 
function, the bill is endowed with all the characteristics of a negotiable in- 
strument;*? the one difference is, of course, that instead of calling for money 
and representing a debt, it calls for delivery of goods and represents such 
goods. By virtue of this attribute, interests and rights in the goods con- 
tracted for by the buyer from the seller can be carved out and transferred 
quickly and effectively without any need of direct physical handling of 
the merchandise itself.*8 


47 This is achieved by the Uniform Bills of Lading Act of 1909, 4 Unirorm Laws 
ANN. (1922), for bills issued in intrastate commerce. The Federal Bills of Lading Act, 
39 Srat. 538-45 (1916), 49 U.S.C. §§ 81-124 (1951), otherwise known as the Pomerene 
Act, did the same for all bills issued in the United States in interstate and foreign com- 
merce. The fact that the Pomerene Act only applies to outbound shipments means that 
the negotiability of bills of lading issued in foreign countries with respect to inbound 
cargoes is governed by the laws of the country of issue. However, the latter will gen- 
erally be found to accord to U.S. law since as one authority points out, “[T]he law of 
negotiability is ...a sort of ‘jus gentium’—in broad outline although not in each detail 
everywhere the same.” GirMore & BLAck, THE Law or ApMIRALTY 89 (1957). 

The assimilation of the bill of lading to the bill of exchange with respect to 
negotiability has not been so complete in England as in the U.S., and the rights acquired 
by an endorsee holding only a security interest in the goods are limited as against the 
carrier under the English Bills of Lading Act 1855, 18 & 19 Vict. c. 111. Rightful 
possession in and of itself does not entitle him to sue the latter on the document; 
something further, such as presentation together with an offer to pay freight is necessary. 
See Lord Selbourne v. Burdick, 10 App. Cas. 74, 88-89 (1884); Brandt v. Liverpool 
Steam Navigation Co., [1924] 1 K.B. 575 (C.A.); note 53 infra. 

English bankers fear that too close an identification of the two instruments will 
create unnecessary problems with respect to the utility of the bill of lading especially 
as regards restrictive endorsements. However, it is doubtful that English courts today 
would follow the implications of the old decision of Lewis v. McKee, L.R. 2 Ex. 37 
(1866), and give effect to an endorsement of a bill of lading without recourse. MrcRAH, 
Risk ASPECTS OF THE IRREVOCABLE Crepits 4-6 (Gilbert Lectures on Banking, London 
1958). Such an endorsement would appear to be ineffective under the Pomerene Act 
§ 28. 

48 Unirorm Brits or Lavine Act § 11; Federal Bills of Lading Act § 8, 39 Stat. 539 
(1916), 49 U.S.C.A. § 88 (1951). See also Gilmore, The Commercial Doctrine of Good 
Faith Purchaser, 63 Yate L.J. 1057, 1062 (1954). Just what these interests and rights are 
depends, of course, on the intention of the parties themselves when dealing with each 
other. 
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Not all bills of lading are negotiable, however: as with bills of exchange, 
negotiability of the bill of lading depends on form. The omission of the 
words “to order” or “order of” in a bill of lading will deprive it of its 
negotiable quality, so that its transfer operates like the transfer of any other 
chose in action and the good faith purchaser acquires no more than the rights 
of his transferor with respect to the goods.*® 

Although it is possible in international transactions to ship goods under 
a “straight” or non-negotiable bill of lading, such a course of action is gen- 
erally less acceptable than shipping “to order.” 5° Shipments under a straight 
bill not only limit the buyer’s ability to resell the goods while they are in 
transit, they also tend to hamper the flexibility of the credit mechanism 
itself. The fact that the instrument cannot be negotiated means that unless 
the financing bank is named as consignee in the document it will be without 
the security which is normally available when it is holding a negotiable bill of 
lading. The reason for this is that where goods are shipped under a straight 
bill of lading, the carrier is justified in delivering the goods to the named 
consignee without production of the actual document itself.54 Thus if 
anyone else but the bank were named as consignee, possession of the instru- 
ment would for the most part be useless in terms of securing advances made 
on the basis of the documents.5? 

Where an order bill of lading is concerned, however, the carrier is 
justified in delivering the goods only to a person in possession of the docu- 
ment itself endorsed to his order or in blank by the consignor.5? The piece 


49 UnirorM Bits or Lapine Acts §§ 4, 5; Federal Bills of Lading Act, §§ 2, 3, 39 
Stat. 539 (1916), 49 U.S.C.A. §§ 82, 83 (1951). For the English position, see Henderson 
v. Comptoir d’Escompte de Paris, L.R. 5 P.C. 253 (1873). 

50—In some South American states it is customary not to show the name of the 
bank either in the body of the bill of lading or by endorsements thereon. Shipment 
under a negotiable bill made out to the order of the shipper and endorsed in blank 
becomes the only possible way of circumventing this difficulty. 

51 UnirorM Bits or Lavine Act §§ 11, 12(b); Federal Bills of Lading Act §§ 8, 
9(b), 39 Strat. 539, 540 (1916), 49 U.S.C.A. §§ 89, 89 (1951). 

52Tt would thus effectively discourage any bank from confirming a credit. How- 
ever, in some instances this cannot be avoided since a few countries, such as Venezuela, 
do not recognize bills of lading issued “to order blank endorsed” and merchandise must 
be consigned directly to individuals or companies resident in the country. Exporters’ 
EncycLopepia 1439 (1959). 

58 Unirorm Bitts or Lapine Act § 12(c); Federal Bills of Lading Act § 9(c), 39 
Stat. 540, 49 U.S.C.A. § 89(c) (1951). As already indicated, the fact that the endorsee 
in possession of a negotiable bill of lading has a direct right of action against the carrier 
for misdelivery distinguishes the U.S. position from that of the endorsee under the 
English Bills of Lading Act (1855). Just how significant a difference this can be is well 
illustrated by the case of Bank of China v. Brusgaard Kiosterud & Co., [1956] Singapore 
L.R. 5, where the plaintiffs attempted to claim against the defendant carriers for failure 
to deliver certain goods against bills of lading made out to their order. The plaintiffs 
had negotiated the documentary draft and were holding the bill of lading as security 
against the buyer’s acceptance. The court held that as mere endorsees not having full 
property in the goods according to the English Bills of Lading Act § 1 (1855) (which 
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of paper on which the bill is written is, in fact, indispensable in this situation: 
. the goods are locked up in the bill in the same way as the debt is merged in 
the negotiable instrument. Thus, a bank which advances money against this 
type of document is always secured so long as it retains possession of the ne- 
gotiable bill. If the carrier delivers the goods to a person not the holder of the 
bill of lading, he does so at his own risk, since he still remains liable to the 
bank as a good faith holder for value.5+ 

The Contract of Affreightment: On-Board and Received-for-Shipment 
Bills. Although the other functions of the bill of lading in the credit opera- 
tion of the actual contract are subordinate to its use as a negotiable document 
of title,°5 these other functions still constitute a vital part of the over-all 
transaction. As the contract of affreightment controlling the movement of 
the actual goods themselves, the document has particular and obvious sig- 
nificance for the buyer since not only do its terms decide the time of arrival 
of the merchandise at the port of destination, they also fix the apparent con- 
dition of the goods when they do arrive.5® They constitute the basis upon 
which the buyer may and frequently does make further commitments with 
respect to the merchandise or commodities afloat. 

Certainty as to time of arrival is achieved by requiring on-board bills 
of lading from the seller in satisfaction of the credit. Such documents signify 
that the goods in question have actually been Joaded on board a named ship, 
so that given normal sailing dates and schedules, the arrival time of the goods 
at the port of destination can be forecast fairly accurately.5’ If on-board 
bills of lading are not stipulated in the credit, however, the buyer stands a 
good chance of losing this advantage.5* The courts have been inclined to 
hold that a demand merely for ocean bills of lading is satisfied by tender of 
“received-for-shipment” bills, and these, as their name implies, signify no 


applies to the Colony of Singapore) the plaintiffs were not entitled to sue the carriers 
on the contract embodied in the bill of lading even though the latter had wrongfully 
delivered the goods. This decision, however, seems somewhat questionable since the 
court apparently made no attempt to consider Brandt v. Liverpool Steam Navigation 
Co., [1924] 1 K.B. 575 (C.A.), and the doctrine of implied contract expounded therein. 

54 Unirorm Bits or Lavine Act § 14; Federal Bills of Lading Act § 11, 39 Srar. 
540 (1916), 49 U.S.C.A. § 91 (1951). 

55 The bill of lading is, of course, not the only mercantile document possessed of 
the attribute of negotiability. Warehouse receipts, for example, are also negotiable. See 
Untrorm Wareuouse Receipts Act § 37. 

56 The insurance policy is, of course, meant to cover any damage during transit. 

57 Unreasonable deviation by the carrier can involve extremely harsh penalties. 
The Tregenna, 35 F. Supp. 118 (S.D.N.Y. 1940), rev’d, 121 F.2d 940 (2d Cir. 1941); 
Carriage of Goods by Sea Act, 49 Stat. 1207 (1936), 46 U.S.C.A. §§ 1300-15 (1958). 
See also Girmore & BLACK, op. cit. supra note 47, at 156-62; KNautH, Ocean BILLs oF 
Lapinc 240-65 (1953). 

58 Especially if the credit is made subject to the I.C.C. Customs. See I.C.C. 
Customs art. 19; note 61 infra. 
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more than that the goods have been received by the shipping company and 
will be shipped in due course.5® 

Such documents are from the buyer’s point of view vastly inferior to 
the on-board bill, especially where the carrier is not particularly well known 
and lacks a good reputation. Not only does the purchaser have to concern 
himself with the question of the time of shipment, he also has to worry 
whether they have, in fact, been shipped at all. Such uncertainty may very 
well mean the difference between a good and bad market. 

A further element of uncertainty injected into the situation when a 
received-for-shipment bill is accepted under the credit relates to the quality 
of goods. Since the issuance of such a document does not necessarily bind 
the carrier as to the apparent order of the goods when actually shipped, 
the purchaser is not completely certain as to the condition in which he can 
expect his goods to arrive. Thus, if the bank accepts such a document in 
satisfaction of the credit, loss from any intervening deterioration may have 
to be borne by the buyer.* 

The “Clean” Bill of Lading. The fact that the carrier is in most in- 
stances estopped from denying certain of his own statements on the docu- 
ments as to the nature and quality of the goods received and carried by him 
means that the document embodies a very important quality safeguard for 
the buyer.®? Any qualifications inserted by the carrier with respect to these 
statements obviously mean that the value of this protection is reduced 
correspondingly. Receipt and acceptance of a “clean” bill of lading thus 
have considerable significance for the buyer. 

Unfortunately, just what constitutes a “clean” bill of lading is not par- 


59 Vietor v. National City Bank, 200 App. Div. 557, 193 N.Y. Supp. 868 (1922), 206 
App. Div. 664, 199 N.Y. Supp. 955 (1923), 237 N.Y. 538, 143 N.E. 733 (1923). The 
English courts, however, do not subscribe to this view. Diamond Alkali Export Corp. 
v. Bourgeois, [1921] 3 K.B. 443; Scott v. Barclay, [1923] 2 K.B. 1 (C.A.). 


6° Carriage of Goods by Sea Act § 7, 49 Srat. 1212 (1936), 46 U.S.C.A. § 1307 
(1958); Federal Bills of Lading Act § 22, 39 Srat. 542 (1916), 49 U.S.C.A. § 102 (1951); 
Unirorm Bits or Lapine Acr § 23. 

61 That this can be costly is shown by the case of Quaker Oats Co. v. United Fruit 
Co., 230 F.2d 676 (5th Cir. 1956), where a cargo of oats was delivered by the plaintiffs 
to the defendant’s wharf against a delivery receipt. The latter provided that cargo was 
accepted for delivery “to a steamer,” but such delivery was subject to the terms and 
conditions set forth in carriers’ standard forms of dock receipt. The terms and con- 
ditions in question disclaimed all responsibility for delays caused by labor disturbances, 
etc. Because of delay caused by labor troubles in the foreign port of destination, shipper 
requested permission to remove goods and transport them by another carrier. Forty- 
three days after their receipt at the wharf, the goods were examined for removal and 
found to be mildewed. They were sold as animal feed thereby incurring a loss of 
$3,000. The court held that no liability attached to the defendant carriers. 

®2 Carriage of Goods by Sea Act § 4, 49 Srar. 1210 (1936), 46 U.S.C.A. § 1304 
(1958); Federal Bills of Lading Act § 22, 39 Srat. 542 (1916), 49 U.S.C.A. § 102 (1951). 

68 See, e.g., Camp v. Corn Exch. Nat'l Bank, 285 Pa. 337, 132 Atl. 189 (1926); 
National Bank of Egypt v. Hannevig’s Bank, [1919] Lloyd’s List L.R. 69 (C.A.). 
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ticularly clear. Most definitions of the term are generally of a negative 
. variety. Usually they state no more than that “a clean bill of lading is one 
which contains nothing in the margin qualifying the words of the bill of 
lading itself.” ** Such definitions, however, are for the most part too broad:** 
it is seldom that the carrier is so careless as to his liability as to fail to note 
every defect possible in the goods delivered to him and qualify the bill 
accordingly. 

So long as these superimposed qualifications of the carrier specifically 
stigmatize the goods or their packing there is generally no difficulty in 
determining whether or not the bill is “clean.” It is with respect to what 
one writer has called “informative” clauses and those expressing doubt or 
opinions as to the apparent good order and quality of the goods shipped 
that problems arise.** Such clauses, as already indicated, may represent no 
more than undue care on the part of the carrier to limit his own liability. 
They may, in fact, have no importance at all. Others, on the other hand, 
may by implication damn the entire shipment from the buyer’s point of 
view. Whatever the actual significance of these notations, however, their 
ultimate effect, especially in times of economic stress and falling markets, 
is to lay bare the contractual tensions existing between buyer and seller. 
The “clean” bill of lading and documentary compliance become the fulcrum 
upon which rejection and performance hinge. 

Such a situation is well illustrated by the decision of Camp v. Corn 
Exch, Nat’l Bank.®" In this case, the plaintiff-appellant was suing the 
defendant-appellee for alleged injuries caused by the latter honoring a sight 
draft drawn on it by the beneficiary under a letter of credit. The draft had 
been presented to the bank with documents attached. Included among the 
documents was the bill of lading across the face of which special notations 
were written in red ink stating that the steamer was not responsible for 
bursting of bags and loss of contents or for liquefaction of sugar. Other 
typewritten notices set forth that all expenses incurred at the destination, 
such as repairing packages, including cost of materials, should be paid by 
consignee before delivery and that the steamer was not responsible for 
breakage or loss of contents caused by frail packages. The appellants as 
purchasers of the sugar decided that the bill of lading was not “clean” 


Definitions of this type reflect for the most part the position adopted by the 
banking community in the 1920’s. The I.C.C. Customs, although enlarging upon this 
slightly, have not advanced the situation a great deal. See I.C.C. Customs art. 18; 
Warp & HarrFiEtp 68-70 (1948); GrtMore & Brack, op. cit. supra note 47, at 107; Draper, 
What Is a “Clean Bill of Lading?”—A Problem in Financing International Trade, 37 
Cornett L.Q. 56, 57 (1952). 

For an illuminating discussion of this whole area, see Minett, Certain Aspects of 
Bills of Lading and Documentary Credits, 74 J. Inst. or BANKERS 110 (London 1953). 


66 7d. at 115. 
67 285 Pa. 337, 132 Atl. 189 (1926). 
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because of the notations and was not in accordance with the letter of credit. 
They, therefore, instructed the bank not to pay under the latter. The market 
price had by the time of receipt of the documents dropped considerably. 

In affirming the lower court, the Supreme Court of Pennsylvania stated: 


“The letter of credit did not require a ‘clean’ bill of lading under the 
strict interpretation that term has sometimes been given. ... The 
purchaser had a right to expect a bill conforming to the customary one, 
and these notations would add materially to the vendee’s burden if it 
were not for the fact that they are substantially reiterations of what is 
contained in the printed part. ... We find no reason and none has been 
offered for holding a writing that does not change the contractual obli- 
gations of the parties and adds nothing to the printed matter should 
defeat payment merely because it is a writing on the bill.” © 


The reference to printed clauses in this case points to yet another diffi- 
culty with respect to the definition of a “clean” bill. Despite the fact that 
most of the authorities indicate that it is only the superimposed clauses that 
affect this particular question, it may very well be that the buyer can be 
equally affected by the printed clauses in the document. Whether the defect 
is noted or disclaimed in the text or stamped on the bill, the purchaser who 
does not receive the goods bargained for suffers equally. 

Presumably the main justification for refusing to consider the printed 
clauses in this matter is one of sheer practical necessity.*® Primarily, the 
parties at the credit level bargain for documents which are marketable in 
the sense that they represent goods which meet a minimum and very limited 
standard of quality, generally with respect to their overt condition and 
packing.”° By and large, the printed clauses in most bills do not effect this 


68 Jd. at 345, 132 Atl. at 192; cf. Liberty Nat’l Bank & Trust Co. v. Bank of America 
Nat'l Trust & Sav. Ass’n, 218 F.2d 831 (10th Cir. 1955). 

6° This was emphasized somewhat caustically by Scrutton, L.J., in National Bank 
of Egypt v. Hannevig’s Bank, [1919] Lloyd’s Lists L.R. 69 (C.A.), where he said: 

“I only say at present that to assume that for one sixteenth per cent of the amount 
he advances, a bank is bound carefully to read through all bills of lading presented to 
it in ridiculously minute type and full of exceptions, to read through the policies and 
exercise a judgment as to whether the legal effect of the bill of lading and the policy 
is on the whole, favourable to their clients, is an obligation which I should require to 
investigate considerably before I accepted it in that unhesitating form. ...” Reported in 
3 Lecat Decisions AFFECTING BANKERS 213, 214. The bank charges may have advanced 
somewhat since this statement was made, but not sufficiently to disturb the soundness of 
this remark. See Midland Bank v. British Imex Industries, Ltd., [1958] 1 All. E.R. 264, 
268-69 (Q.B.). 

The fact that disclaimer clauses relieving the carrier from liability for damages 
arising from his own negligence or fault are made unlawful by the Harter Act and the 
Carriage of Goods by Sea Act helps to ensure the existence of this minimum standard. 
27 Srat. 445, §§ 1-2 (1893), 46 U.S.C.A. §§ 190, 191 (1958); 49 Srat. 1207, § 8 (1936), 
46 U.S.C.A. § 1309 (1958). 
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function; ™ the superimposed notation does: its basic purpose is, in fact, to 
disclaim and disavow this function as far as possible."? 

In the absence of a clear-cut definition of the term “clean” bill of lading, 
the banker is generally exceedingly reluctant to jeopardize his position and 
accept documents which may not conform with the requirements of the 
credit."* This, of course, places the exporter as beneficiary under the instru- 
ment in an extremely difficult situation. His goods have been received by the 
carrier and may have already been loaded; expenses have been incurred and 
further charges may develop if the merchandise fails to leave as arranged. If 
the documents are returned to him by the bank with the comment that the 
bill of lading is claused or not in order, his losses may be considerable. 

A seller placed in this position generally has one of three alternatives 
open to him. First, he can send the documents directly to the buyer, pay- 
ment to be made on receipt. This means, of course, that he not only loses 
the benefit of the letter of credit, but he also loses control of the documents 
before he actually receives payment. Second, he may request the buyer 
directly by cable to accept the claused bill of lading, in which case, the 
buyer himself is put in the position of possibly losing his own protection, 
since if he alters his instructions to the issuing bank and permits it to accept 
such a document, he may find that the goods are in fact inadequate or non- 
conforming when they arrive because of the very faults indicated in the 
claused bill of lading."* The third alternative open to the seller in this situation 
is to offer a letter of indemnity to the bank with which the documents are 


™ However, this is not always the case. Occasionally, printed clauses reserve to 
the shipping company the right to carry merchandise on deck. Where this occurs, the 
bill of lading is much less marketable since it is not considered “clean.” St. Johns N.F. 
Shipping Corp. v. S.A. Companhia Geral Commercial do Rio de Janeiro, 263 U.S. 119, 
44 Sup. Cr. 30 (1923). However, it may be sufficient to comply with the credit re- 
quirements, if the credit itself is subject to the I.C.C. Customs and the insurance policy 
covers on-deck stowage. I.C.C. Customs art. 21. 

72 Arguments, however, can be made to support these superimposed clauses in 
certain cases. Iron and steel shipments from England, for example, have caused a great 
deal of difficulty in identification and delivery to consignees owing to the breaking- 
up of bundles and absence of identifying marks on arrival at destination. As a result 
of this inefficiency on the part of the shipper, certain harbor authorities have threatened 
to stop handling shipments of loose or bundled iron and steel which arrive without 
proper identification. Carriers have in many instances adopted an “added clause” 
rubber stamped on all iron and steel bills of lading where the bundling and marking 
is suspect. Minett, supra note 65, at 121; see also Mecran, op. cit. supra note 47, at 
13-14. It is interesting to note that the rubber stamped clauses referred to by Minett 
with respect to iron and steel shipments have now been incorporated into the fine print 
on the back of the bill of lading. See Midland Bank v. British Imex Industries, Ltd., 
[1958] 1 All. E.R. 264 (Q.B.). 

18 See, e.g.. Lamborn & Lake Shore Banking & Trust Co., 196 App. Div. 504, 188 
N.Y. Supp. 162 (1st Dep’t 1921), aff'd, 231 N.Y. 616; North Woods Paper Mills v. 
National City Bank, 121 N.Y.S.2d 543 (Sup. Ct. 1953). 

™ Cf. Liberty Nat'l Bank & Trust Co. v. Bank of America Nat’l Trust & Sav. Ass’n, 
218 F.2d 831 (10th Cir. 1955). 











178 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vo . 1959 


to be negotiated. However, this again is not particularly satisfactory since 
the bank concerned often feels itself obligated to disclose to the issuing bank, 
if it is only acting as correspondent, that such an indemnity has, in fact, been 
given. The issuer in turn advises the customer with the result that the seller- 
beneficiary is placed in exactly the same position as where he himself re- 
quests the buyer directly by cable to accept the claused bill. 

Although this later position is, as already indicated, most unsatisfactory 
from the buyer’s point of view, it is even more so with respect to the seller. 
If the market in the goods is declining, he has by his own actions given the 
purchaser the wherewithal to terminate the contract: ™ the claused bill of 
lading gives the latter a perfectly good opportunity to free himself of his 
obligations without any legal repercussions. 

In an attempt to avoid the manifold dangers of this situation, sellers have 
in some instances resorted to the somewhat dubious practice of offering the 
letter of indemnity not to the banker or buyer, but to the carrier in ex- 
change for the issuance of a “clean” bill. In Continex, Inc. v. The Flying 
Independent," the plaintiff sued to recover damages from the defendant on 
certain shipments of steel from Antwerp to New York. It appeared that 
the former had purchased the steel from a seller in Belgium under an 
irrevocable letter of credit calling, inter alia, for “clean on-board bills of 
lading.” The chief mate of the defendant’s ship who supervised the loading 
noted on his receipts that covers on certain of the shipments were buckled 
and slightly rusty. As consideration for issuing clean bills of lading on time 
shipments, the shipper gave the defendant’s agent letters of indemnity “from 
all consequences which may arise from the non-insertion” of the mate’s nota- 
tions on the bills. 

Prior to arrival of the shipments in New York, the seller presented the 
documents together with his draft as acquired under the credit and the draft 
was honored. The shipments were found to be badly damaged on reaching 
New York and the plaintiffs were bringing suit in admiralty to recover. 

In finding for the plaintiff, Judge McGohey concluded that: 


“It is true he [the Chief Mate] testified that these envelopes on de- 
livery were in no worse condition than those he had carried on many 
previous occasions. But I cannot believe that if that were so and if the 
envelopes here were in ordinary normal condition, the respondent 
[defendant] would have deemed it necessary to request letters of in- 
demnity as a condition of issuing clean bills. But it did, and this fact 
seems to me strongly to support, if indeed, it does not compel, the in- 
ference that these sheets on delivery to the vessel were already damaged. 





™ Cf, Dixon, Irmaos & Cia. v. Chase Nat'l Bank, 144 F.2d 759 (2d Cir. 1944), re- 
versing 53 F. Supp. 933 (S.D.N.Y. 1943), cert. denied, 324 U.S. 850, 65 Sup. Ct. 687 
(1944). 
76 106 F. Supp. 319 (S.D.N.Y. 1952). 
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The respondent therefore, would be estopped to contradict the repre- 
sentation in its bill of lading.” 7 


Although the use of the letter of indemnity has its immediate impact upon 
the parties directly involved in the credit transaction, its effect is not con- 
fined to these individuals or entities. Its existence, whether in favor of the 
ship owner or the banker, also has possible repercussions for the under- 
writer. Quite obviously, omission of the ship owner’s statements as to the 
true nature of the goods shipped can create considerable difficulty for the 
insurer in the event of a claim being lodged. His position may likewise be 
prejudiced if the banker holds the letter, particularly if the indemnity is 
advised to the buyer. 


The Marine Insurance Policy 


The other important document involved in the letter of credit is the 
insurance policy covering the goods involved against possible damage or 
loss during transit. Although the full ramifications of this instrument are 
out of place in a discussion of this nature,7® it is well to mention one or two 
points which have a direct bearing upon the credit operation. 

One of the most vexatious questions as regards letters of credit is the 
meaning of the phrase “all risk” insurance. The fact that definitions of the 
term vary with the insurance laws and practices of each country means 
that policies presented in apparent conformity with the requirements of 
the credit may, in fact, be non-conforming in terms of the buyer’s intent 
and thus presumably justify his refusal to take up the documents as a whole. 

The result of this lack of uniformity has led some banks either to dis- 
claim all responsibility for accepting documents which do not cover par- 
ticular risks, notwithstanding that the customer has explicitly requested 
coverage for “all risks,”®° or to refuse to open credits when demand for 
such insurance is made.®! Buyers have thus been put in the position, in some 


™ Id. at 321. This practice of giving letters of indemnity to carriers against the 
issuance of “clean” bills of lading is apparently well established and of some long 
standing in international trade. See Brown Jenkinson & Co. v. Percy Dalton (London) 
Ltd., [1957] 1 Lloyd’s Lists L.R. 31, a decision of the Mayor’s and City of London Court 
which quotes Lloyd’s Standard Form of Survey Report (Goods) as recognizing the 
practice. See also United Baltic Corp., Ltd. v. Dundee, Perth and London Shipping Co., 
[1928] 32 Lloyd’s Lists L.R. 272 (K.B.). 

78 For a discussion of marine insurance generally, see Winter, Marne INSURANCE 
(3d ed. 1952); Forrow, PrincipLes or Marine Insurance (1941); Gmmore & BLack, 
op. cit. supra note 47, c. III. 

For an interesting discussion of the conflicts of laws problems in this area, see 
Note, 64 Harv. L. Rev. 446 (1951). 

80 The I.C.C. Customs state: “When a credit stipulates ‘insurance against all risks’ 
banks can in no way be held responsible if any particular risk is not covered.” I.C.C. 
Customs art. 31. 

81 The Eastern Exchange Bank’s Association in London, for example, has adopted 
a resolution forbidding members to open credits requiring “all risk” insurance. Gut- 
TERIDGE & Mecrau, THe Law or Bankers’ COMMERCIAL Crepits 95 n.(g) (2d ed. 1955). 
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instances of having to list all the risks for which they require coverage 
under the credit.82 The latter requirement, though unwieldy and incon- 
venient, probably constitutes the safest course of action for the buyer in 
the light of the very unsatisfactory situation at present prevailing in this area. 

Another area of uncertainty which exists with respect to the marine 
insurance policy in the letter of credit operation is the question of over- 
stamping. Where clauses are superimposed on the policy, problems similar 
to notations on the bill of lading may well arise. The notation, for example, 
which occasionally occurs to the effect that “steamer warranted to sail within 
seven days of the date of this document” could very easily create uncer- 
tainties as to the effectiveness of the policy and its conformity to the credit 
requirements. If it conflicted with other documents in the credit, difficulties 
analogous to Laudisi v. American Exch. Nat'l Bank® could readily be 
precipitated.** 


Other Documents 


In many instances, documents other than those mentioned above are 
specifically required by the buyer under the credit. These for the most 
part represent the precautions of a careful purchaser. They enable him to 
control the nature and the quality of the goods much more closely than if 
he were to place complete reliance upon the rather crude and very limited 
quality control signified by the description of the goods in the bill of lading. 
Such documents as certificates of analyses, consular or government certifi- 
cates, quality certificates, and so forth, give the buyer considerable assur- 
ance that the merchandise shipped complies with the specifications of the 
sales contract. 


DocuMENTARY COMPLIANCE 


Satisfactory compliance with the documentary requirements of the 
letter of credit embodies a twofold system of contractual responsibilities. 
It relates first to the onus placed upon the beneficiary of securing all the 
documents in the form stipulated in the bank’s letter of advice; and, second, 
to the burden imposed on the banker of examining such documents in order 
to insure they meet with the customer’s instructions. Some of the difficulties 
involving the former have already been touched upon; it is now proposed 
to discuss a few of the problems regarding the latter. 

The relationship between the bank and its customer under a letter of 


82 Id. at 95. 

83239 N.Y. 234, 146 N.E. 347 (1924) (discussed at p. 182 infra). There are of 
course, many other problems involved in the credit situation with respect to insurance 
coverage. Such questions as enforceability, valuation, and complete coverage in terms 
of the length of the voyage on the whole of the cargo are some of the more obvious 
matters which have to be considered in this area. 


® MEGRAH, OP. cit. supra note 47, at 21. 
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credit transaction is in its general aspects fairly well understood by parties 
engaged in international trade. Broadly speaking, the bank’s duties are to 
scrutinize the documents tendered to it by the beneficiary, whether such 
tender be made directly or through an intermediary bank,® and if it is 
satisfied that the documents comply with the customer’s instructions, it may 
take them up and honor the draft. The bank in making this determination 
is, of course, circumscribed at all times by the orders of its customer; it 
exercises no discretion outside the strict confines of its mandate. It has, in 
the words of the New York Court of Appeals, “the power and is subject 
to the limitations which are given and imposed by this authority. If it 
keeps within the powers conferred it is protected in the payment of the 
draft. If it transgresses those limitations it pays at its peril.” * 

One of the best examples of how severe is the enforcement of this doc- 
trine of “strict compliance” is the English decision of Equitable Trust Co. 
of New York v. Dawson Parkers Ltd.,8" in which the plaintiff-appellants 
bankers sued the defendant-respondents to recover damages incurred as 
acceptors of a bill of exchange. The facts of the case were that the respond- 
ents requested the appellants to open by cable a confirmed credit in Batavia 
in favor of certain exporters, the drafts to be accompanied by a complete 
set of shipping documents together with a Dutch Government certificate. 
Subsequently the respondents were informed by the exporters that the 
Dutch Government did not issue a certificate of quality but that a certificate 
issued by experts who were sworn brokers and signed by the chamber of 
commerce would be available. The appellants were requested to amend 
the credit accordingly. 

On the day following this request, the applicants notified their corre- 
spondents, the Hong Kong and Shanghai Bank, to cable the alteration to 
their branch in Batavia. Due, however, to the fact that the secret code 
used by the Hong Kong and Shanghai Bank did not distingush between 
the singular and plural of words, the message as received and decoded 
merely recited that the certificate would be issued by an expert who was 
a sworn broker. 

A shipment was made and a draft drawn under the credit by the ex- 
porters which was discounted by another Far Eastern bank who sent it for- 
ward with documents attached for presentation to the appellants. Despite the 


%5 But see I.C.C. Customs arts. 6 and 14, which seem to relieve the issuing bank 
from all responsibility for the acts of its correspondent. On this point, however, see 
Mentschikoff, supra note 32, at 596-98. 

867 audisi v. American Exch. Nat’l Bank, supra note 83, at 239, 146 N.E. at 348. 
In Banque de |’Afrique Occidentale v. Banca Commerciale Italiana Tribunal de Com- 
merce de la Seine (10 ch.) 6.2.50 (Gazette du Palais, 1-4 Avril, 1950), it was stated 
“il est essential pour la sauvegarde des intéréts de l’acheteur que le donneur d’ordre n’ 
interpréte pas ses instructions mais les exécute littéralement.” 


87 [1927] 27 Lloyd’s Lists L.R. 49 (H.L.). 
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fact that the cargo consisted of less than one per cent of the goods con- 
tracted ior, the remaining space being filled with rubbish and worthless 
junk, the exporters nevertheless succeeded in obtaining a certificate of quality 
signed by a sworn broker whose signature was authenticated by the secre- 
tary of the local body which was found by the lower courts to correspond 
to a chamber of commerce.®® 

The appellants took up and paid the draft and sued the defendants for 
reimbursement of the amount paid out. In denying their appeal on the 
ground that the signature of the one expert was insufficient where two were 
required, Viscount Sumner in the House of Lords reaffirmed the doctrine 
of “strict compliance” in vigorous and uncompromising terms. “It is,” he 
said “both common ground and common sense that in such a transaction 
the accepting bank can only claim indemnity if the conditions on which it 
is authorized to accept are in the matter of the accompanying documents 
strictly observed. There is no room for documents which are almost the 
same, or which will do just as well.” 

Although the responsibilities inherent in this doctrine seem clear cut, in 
actual practice the task of discharging them often involved serious problems 
for the bank, even where the customer’s mandate is to all intents unam- 
biguous. The facts of Laudisi v. American Exch. Nat’! Bank,® for example, 
show some of the latent difficulties present in even the most simple and 
apparently straightforward transaction. In this case, the customer, who was 
plaintiff in the action, authorized the defendant to issue a letter of credit in 
favor of the vendor of certain Alicante Bouchez grapes which he had con- 
tracted to purchase. The defendant was instructed to accept and pay the 
vendor’s drafts “on presentation of one copy of bill of lading . . . together 
with copy of invoice and/or other documents as required by said letter of 
credit.” 

When the beneficiary presented his draft to the bank, it was accom- 
panied with a bill of lading duly issued at the shipping point in California, 
but describing the goods simply as “grapes.” The invoice, however, gave 
a full and complete description of the produce in conformity with the 
underlying sales contract. The defendant took up the documents and paid 
the draft and the plaintiffs brought suit, inter alia, on the grounds that the 
documents so presented did not comply with the letter of credit so as to 
entitle the bank to pay. 

The court, in this instance, found for the defendant. It pointed out 
that where a bank was authorized to pay drafts against an invoice and 
negotiable bill of lading showing destination to a certain point, it was justi- 
fied “in acting as a bill of lading which, so far as its description goes, shows 


88 [1926] 25 Lloyd’s List L.R. 90 (C.A.). 
8° [1927] 27 Lloyd’s Lists L.R. 49, 52 (H.L.). 
9 239 N.Y. 234, 146 N.E. 347 (1924). 
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the shipment of required goods and is then supplemented by a proper invoice 
which completes the description and shows that the goods are the ones men- 
tioned in the letter of credit.” © 

Another area in which banks encounter difficulty despite apparent 
clarity as to the mandate is where the terms themselves involve implicit 
ambiguities. Specific instructions by the customer to accept only “clean” 
bills of lading, for example, do not relieve the banker from the burden of 
having to decide what in any given instance is a “clean” bill of lading. And 
such a determination can, as already indicated, involve a multiplicity of 
problems for him. Similarly, the fact that he receives an “all risk” insurance 
policy in apparent compliance with his authority does not mean necessarily 
that he has actually done so. This again is a matter which he himself has to 
determine. 

To resolve the dilemma of these concealed ambiguities many banks 
incorporate disclaimer provisions into their credit application forms 
either directly or else indirectly by reference to the Uniform Customs.% 
However, the validity of these provisions especially with respect to the 
latter is to some extent questionable. 

Besides the problems caused by these practical and conceptual un- 
certainties, the bank’s duty with respect to the customer is further compli- 
cated by the possible impact of local banking practices upon the credit opera- 
tion. In Dixon, Irmaos & Cia. v. Chase Nat’l Bank,® the plaintiff-appellant 
brought suit for breach of contract against the defendant-appellee for re- 
fusing to honor drafts drawn against a letter of credit. It appeared that the 
defendant, a New York bank, had confirmed the credit which had been is- 
sued by the Banque de Bruxelles in favor of the plaintiff. The credit itself 
called for the honoring of drafts against specific documents, such documents 
to include a “full set of bills of lading.” 

The plaintiff through its representative, the Guaranty Trust Company 
of New York, presented the drafts and the documents, but only one of the 


91 Td. at 240, 146 N_E. at 349. 

®2 See, e.g., The Application and Agreement for Commercial Letters of Credit of 
the First National City Bank of New York, especially clause 13(d) of the fine print, 
reproduced in Warp & HarFiELp 202-09, at 207. 

881.C.C. Customs art. 11. The disclaimer clauses used by banks which do not 
specifically incorporate the customs by reference into the new agreements are strikingly 
similar to art. 11. Cf. clause 13(d) of the First National City Bank of New York Appli- 
cation, supra note 92; Netherlands Trading Soc’y v. Wayne & Haylitt Co., [1952] 
Hong Kong L.R. 109, 118 (discussed at note 124 infra). 

The doctrine of strict construction would probably apply with respect to both 
the disclaimer clauses spelled out in fine print and those incorporated by reference to 
the I.C.C. Customs. See Mentschikoff, op. cit. supra note 32, at 519, 591-92. But see 
Netherland Trading Soc’y v. Wayne & Haylitt Co., supra note 93, and the construction 
placed on the disclaimer clause used there. 

95144 F.2d 759 (2d cir. 1944), reversing 53 F. Supp. 933 (S.D.N.Y. 1943), cert. 
denied, 324 U.S. 850, 65 Sup. Ct. 687 (1944). 
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set of two bills was delivered. In lieu of the other, which was in the mail 
and had not yet arrived in New York, a letter of indemnity against loss 
resulting from its absence was tendered by the Guaranty Trust. The de- 
fendant had no objection to the form of the guarantee but refused the drafts 
on the grounds that the tender was non-conforming because of the absence 
of the other bill of lading. 

The lower court found as a fact that prior to the time of presentation, 
a general and uniform custom existed among New York bankers to the 
effect that in lieu of a missing bill of lading presented under credits calling 
for a full set, the bank issuing or confirming the credit would accept a letter 
of indemnity in its place, provided it were satisfied as to the responsibility 
of the bank giving the guarantee. The Second Circuit Court of Appeals, in 
upholding the plaintiff-appellant, thus concluded that the existence of this 
banking custom modified the contractual obligations under the letter of 
credit. In the court’s view, “The custom under consideration explains the 
meaning of the technical phrase ‘full set of bills of lading’ and is incorporated 
by implication into the terms of the defendant’s letters of credit.” %* 

Of course, the difficulties presented to the banks in the above situations 
are compounded where the customer’s instructions are completely inex- 
plicit.°7 Where, for example, the customer merely calls for “bills of lading,” 
and fails to specify whether or not they are to be “clean,” “on board,” 
“port,” or “custody,” the onus falls on the bank to determine what is re- 
quired in any given situation. 

Though most decisions taken under these circumstances will generally 
be protected, if done in good faith, evidence of the latter requires at least 
that the bank assure itself that the documents conform to a reasonable com- 
mercial standard in terms of the type of trade in which its customer is in- 
volved. The fact that they have “to pass current in commerce” means that 
the customer has the right to expect a document conforming to the custo- 
mary one.®® 

Another omission which is also capable of creating a problem for the 
bank is with respect to the payment of freight. Under c.i.f. contracts, 
freight charges are frequently paid in advance by the shipper. However, 
such prepayment is not invariable: the buyer just as often pays the freight 
himself, deducting it from the price of the goods which he has invoiced 


%6 Jd. at 762. For criticisms of this view, see Backus & Harfield, Custom and Letters 
of Credit; The Dixon Irmaos Case, 52 Cotum. L. Rev. 589 (1952); Honnold, Letters of 
Credit, Custom, Missing Documents and the Dixon Case: Reply to Backus & Harfield, 
53 Cotum. L. Rev. 504 (1953); Honnold, Footnote to the Controversy Over the Dixon 
Case, 53 Cotum. L. REv. 973 (1953); KNAUTH, Op. cit. supra note 57, at 403. 

% Not necessarily to the bank’s detriment, however. Good faith dealing will gen- 
erally be sufficient protection. See Midland Bank v. Seymour, [1955] 2 Lloyd’s Lists 
LR. 147, 153. 

8 Camp v. Corn Exch. Nat’l Bank, 285 Pa. 337, 345, 132 Atl. 189, 192 (1926). See 
also Lord Sumner in Hannson v. Hamel & Horley, [1922] 2 A.C. 36, 46. 
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to him by the seller.®® In the Dixon case } the bank, in addition to relying 
on the missing bills of lading as grounds for refusing to take up the docu- 
ments, also attempted to base its rejection on the fact that the tender of 
documents showing that the goods were shipped freight collect was im- 
proper where the credit specified c.i.f. shipment. The court in discussing 
this argument pointed out that the option to ship either freight collect or 
prepaid has been an integral part of the c.i.f. pattern for so long that it must 
be considered as embodied in the standard meaning of the term.!® 

Yet a further instance of difficulties arising from the lack of explicit in- 
structions is with respect to partial shipments and transshipments. Under the 
Uniform Sales Act, the presumption is against allowing partial shipments 
unless the customer gives specific orders to the contrary.1°? However, this 
presumption would not be too difficult to rebut in the international trans- 
action, although in the case where the buyer names a particular vessel, the 
presumption should, it is felt, become conclusive. 

The question of transshipments also raises problems for the banker. 
Acceptance of bills of lading evidencing such a course of operation could 
constitute default on the latter’s part even though there the customer had 
not explicitly prohibited such transshipment. The case of Belgium Grain 
& Produce Co. v. Cox & Co. (France), 1°* in which the defendant attempted 
to argue that transshipment had deprived him of proper insurance coverage, 
indicates possible areas of contention which could arise in this situation. 


ForGep DocuMENTS 
One of the most difficult and to some extent unresolved areas of the 


% See Ireland v. Livingston, L.R. 5 H.L. 395 (1872); Thames & Mersey Ins. Co. v. 
United States, 237 U.S. 19, 35 Sup. Ct. 496 (1915); Warner Bros. & Co. v. Israel, 101 
F.2d 59 (2d Cir. 1939); Ross T. Smythe & Co. v. T. D. Bailey, Son & Co., [1940] 3 All 
E.R. 60 (C.A.). 

100 144 F.2d 759 (2d Cir. 1944), reversing 53 F. Supp. 933 (S.D.N.Y. 1943), cert. 
denied, 324 U.S. 850, 65 Sup. Ct. 687 (1944). 

101 This has been criticized by some writers as being out of line with mercantile 
practice and as prejudicing the buyer under a letter of credit if he has to pay the 
freight before the credit expires. Gm-More & BLACK, Op. cit. supra note 47, at 97 n.53. The 
Second Circuit to some extent anticipated this criticism by pointing out that the measure 
of damages involved would be the interest on the freight for the period between the 
arrival of the goods and the date the drafts would fall due. This they calculated to be 
no more than $17. However, other charges may very well be incurred if the freight had 
to be paid in a foreign currency. See Mentschikoff, Letters of Credit: The Need for 
Uniform Legislation, 23 U. Cm. L. Rev. 571, 580 (1956). 

102 UnirormM Sares Act § 45; Sale of Goods Act, 1893, 56 & 57 Vict. c. 71, § 31; 
U.C. Cope § 2-307. British banks by and large do not accept documents evidencing 
partial shipments unless specifically permitted. Rice & Thorne, The Uniform Customs 
and Practices for Commercial Documentary Credits, 56 The Canadian Banker, No. 3, 
1949, pp. 53, 57. I.C.C. Customs art. 36 permits partial shipments, however. 


108 Mentschikoff, supra note 101, at 41. 
104 [1919] 1 Lloyd’s Lists L.R. 256. (C.A.). 
105 See GuTreripce & MEGRAH, OP. cit. supra note 81, at 29-30. 
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law as it presently applies to letters of credit and the question of docu- 
mentary compliance is the bank’s position as regards forged documents. 
Forgery or fraud in respect of papers tendered under the credit can by and 
large take one of three forms: it can relate to the draft itself; it can refer 
to the bill of lading or one of the other documents of title; or it can con- 
cern the actual goods themselves. 

In the first situation, there is, of course, no problem. The bank’s re- 
sponsibility if it pays on the tender of a forged draft is clearly its own. No 
one has ever contended that where the signature of the beneficiary is forged 
as drawer of the draft under the credit that the bank has a right of recourse 
over against its customer if it honors such an instrument.4* And the banks 
themselves have never attempted to disclaim their liability in this particular 
situation. 

Forgery or fraudulent conduct involving the bill of lading or other 
documents of title can manifest itself in two ways: one, where there is 
absolute and complete forgery in the sense that no instrument has actually 
been issued by the carrier or bailee; and two, where the document although 
properly issued has been materially altered. In both situations, however, the 
question of the bank’s liability would appear to depend upon the particular 
stage of the credit transaction at which the fraud becomes apparent. If the 
issuing bank becomes aware of the forgery prior to honoring the draft, it 
can refuse to accept or pay it,!®” since quite obviously it should not be put 
into the position of having to accept or pay against documents which it 
knows are nothing but waste paper.1°° However, this refusal applies only 
where the presentation is made directly by the beneficiary himself: if the 
documents have already been duly negotiated, so that tender is made on be- 
half of the holder in due course, the bank has no alternative other than to 
honor them regardless of its knowledge.’ It can in this situation properly 
claim reimbursement from its customer.1!° 

The third type of fraud which can be perpetrated in the credit opera- 
tion is where the bill of lading, although completely proper on its face, 
bears no relationship in actual fact to the goods shipped. While it has long 
been established that banks in the credit situation deal only in documents 
and have no interest in the underlying sales contract,!! situations can occur 
in which prior to the presentation of documents they acquire knowledge 


106 [JNIFORM NEGOTIABLE INSTRUMENTS Law § 23; Polizzoto v. People’s Bank, 125 
La. 770, 51 So. 843 (1910). 

107 Old Colony Trust v. Lawyer’s Title & Trust Co., 297 Fed. 152 (2d Cir. 1924), 
cert. denied, 265 U.S. 585, 44 Sup. Cr. 459 (1925). 

108 GuTTERIDGE & MeEcRAH, OP. cit. supra note 81, at 105. 

109 Brown v. Rosenstein Co., 120 Misc. 787, 200 N.Y. Supp. 491 (Sup. Cr. 1923). 

110 Havemeyer & Co. v. Exchange Nat'l Bank, 293 Fed. 311 (8th Cir. 1923); 
Bank of New York & Trust Co. v. Atterbury Bros. Inc., 226 App. Div. 117, 234 N.Y. 
Supp. 442 (1st Dep’t 1929). 

111 See note 22 supra and cases cited therein. 
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of the seller’s failure to ship merchandise conforming to the sales agreement. 
The question then arises whether or not they are bound to honor presenta- 
tion when the seller-beneficiary tenders documents which apparently comply 
with the requirements of the credit. 

The problem in its most extreme but in many ways most simple form 
was presented in Sztejn v. J. Henry Schroeder Corp.* There the plaintiff 
sought to restrain the payment or presentment for payment of drafts under 
a letter of credit issued on his authority by the defendant. The facts were 
that Sztejn contracted to buy bristles from a vendor in India and arranged 
for payment to be made by means of an irrevocable letter of credit against 
presentation of an invoice and a bill of lading covering shipment made out 
to the order of the defendant. Instead of shipping the bristles as ordered, 
however, the seller placed fifty cases of rubbish on board the vessel, pro- 
cured a bill of lading from the carrier, and obtained the customary invoices. 
All documents described the goods as called for in the credit. A draft was 
then drawn and together with the documents delivered to an Indian bank 
for collection for the seller’s account. The bank in due course presented the 
draft and documents to the defendant for payment. 

While emphasizing the importance of separating the letter of credit 
from the primary contract of sale between buyer and seller, the court in 
sustaining the plaintiff’s request for injunctive relief pointed out that, 


“TOn] the present motion, it must be assumed that the seller has inten- 
tionally failed to ship any goods ordered by the buyer. In such a situa- 
tion, where the seller’s fraud has been called to the bank’s attention be- 
fore the drafts and documents have been presented for payment, the 
principle of the independence of the bank’s obligation under the letter 
of credit should not be extended to protect the unscrupulous seller.” 148 


While there seems very little doubt that the court’s appraisal of the 
bank’s position in these circumstances was correct, the situation becomes 
somewhat more complex as the bank is confronted with knowledge of less 
serious breaches of the underlying sales contract. Despite the fact that most 
of the cases apparently regard all such breaches as relating to the question 
of quality conformity of the goods and thus not within the bank’s frame of 
reference,!* the dissenting opinion of Judge Cardozo in Maurice O’Meara 
Co. v. National Park Bank “5 suggests that the division in some instances is 
much less clear-cut than these cases would indicate.1® 


112 177 Misc. 719, 31 N.Y.S.2d 631 (Sup. Cr. 1941). 

113 Td. at 722, 31 N.Y.S.2d at 634. 

114Bank of Taiwan v. Gargas-Purie Mfg. Co., 273 Fed. 660 (3d Cir. 1921); 
American Steel v. Irving Nat'l Bank, 266 Fed. 41 (2d Cir. 1920), cert. denied, 258 US. 
617, 42 Sup. Ct. 271 (1922). See also McCurdy, Commercial Letters of Credit, 35 Harv. 
L. Rev. 715, 724 (1922). 
115 239 N.Y. 386, 146 N.E. 635 (1925). 
116 In his opinion Judge Cardozo stated: “I think we lose sight of the true nature 
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Non-CoMPLIANCE AND INDEMNITIES 


Although the bank is under a duty to refuse documents which do not 
comply strictly with the requirements laid down by the customer, as a 
matter of practice banks in many instances accept tenders which legally 
they would be justified in refusing.17 On such occasions, the bank usually 
demands a letter of indemnity from the person presenting the documents 
as a safeguard against any loss which may arise from the departure from 
its customer’s mandate. 

Although the acceptance of such documents under this type of arrange- 
ment is generally a matter of discretion for the bank itself, in some instances 
and in some areas it has no choice in the matter. As the Dixon Irmaos case 118 
shows, provided the banker is satisfied as to the financial integrity of the 
indemnitor, a letter of indemnity presented in lieu of a missing bill of lading 
will constitute proper tender in New York in the absence of any other docu- 
mentary deficiencies. 

Despite the very useful purpose 14° which these indemnities serve, some 
care has to be exercised in their use. Factors of time, distance, customs, and 
foreign laws have all to be considered since they all tend to impinge upon 
the effective employment of the device.12° It may very well be that a pur- 
chaser advised of the acceptance of such an indemnity by a bank will mis- 
interpret its significance entirely because of the different constructions placed 
upon its operation by his own laws as against those of the bank’s domicile.1#4 
A buyer in the United States, for example, could agree to accept an in- 
demnity running in his favor as third party beneficiary and subsequently 
discover that his rights under the agreement were unenforceable because 
the laws of the seller’s country did not recognize such contracts.!2? 

In addition to these considerations, however, the banker or customer 
is also faced with the task of insuring that the instrument covers all the 
possible loss contingencies. Inadequate drafting in this situation can prove 
fatal as was shown in a recent South African decision involving letters of 


of the transaction when we view the bank as acting upon the credit of its customer to 
the exclusion of all else. It acts not merely upon the credit of the customer, but upon 
the credit of the merchandise which is to be tendered as security.” Id. at 402, 146 N.E. 
at 641. 

117 Warp & HARFIELD 83. 

118 144 F.2d 759 (2d Cir. 1944), reversing 53 F. Supp. 933 (S.D.N.Y. 1943), cert. 
denied, 324 U.S. 850, 65 Sup. Ct. 687 (1944). 

119 See Warp & HArFIELD 84-85. 

120F nglish banks, for example, put a limit, generally six months, on the period of 
validity of the indemnity. New York banks on the other hand usually refuse to accept 
a limitation. GuTTermce & MEcRAH, Op. cit. supra note 81, at 114-15. 

121 See Warp & HArFIELD 86. 

122 English law, for example, does not completely accept the doctrine of third party 
beneficiary agreements. Dunlop v. Selfordge, [1915] A.C. 847; Smith & Snipes Hall 
Farm, Ltd. v. River Douglas Catchment Bd., [1949] 2 K.B. 500. 
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indemnity. In that case, a seller had indemnified the negotiating bank in 
South Africa in terms which read as follows: 


“In consideration of your negotiating our draft under the above letter 
of credit, we hereby hold you harmless and indemnified against any 
consequences which may arise from any loss sustained by the bank in the 
event of the draft being dishonored by reason of irregularities of any 
nature whatsoever or any departure from the terms of the respective 
credit.” 


The issuing bank refused to take up the documents except on the 
indemnity of the London office of the South African bank, which was given. 
The buyer in turn agreed to accept the documents only on the condition 
that certain excess customs charges were paid which would not have been 
incurred had the terms of the credit been met. The issuing bank paid these 
charges and was subsequently reimbursed under the letter of indemnity 
which it had received from the London office of the South African bank. 
However, when the latter sought reimbursement under its own indemnity 
contract with the seller, it was held that it could not recover since the terms 
of the indemnity limited the seller’s responsibility to the consequences of 
dishonor of the draft and the damages had not in fact risen from such dis- 
honor.128 

Despite the manifold problems which have to be considered when using 
the indemnity arrangement, the exigencies of international trade are ap- 
parently too great for the banks to try and curtail the practice at this stage. 
As a result, most of them attempt to obviate the risks involved by widening 
their disclaimer clauses and passing the burden back to the buyer, a solu- 
tion which in many respects seems to contradict the underlying basis of the 
credit transaction.1*4 


Types or CrepIT AND THEIR FUNCTIONS 
Since the use of the banker’s credit first became widespread some forty 


128 Quoted in GUTTERIDGE AND MEcrRAH, OP. cit. supra note 81, at 109. 

124In Netherlands Trading Soc’y v. Wayne & Haylitt Co., [1952] Hong Kong 
LR. 109, plaintiffs issued a documentary irrevocable credit on behalf of their customers, 
the defendants. Payment was to be made against shipping documents, bills of lading, 
and “original weight.” Documents were “presented to the bank” under the credit and 
payment was made. The documents proved to be fraudulent however, and the plaintiffs 
sued for reimbursement. The court held that notwithstanding the fact that the plaintiffs 
should have refused the documents as non-complying on their face, they were still en- 
titled to recover on the basis of the protection afforded them by the disclaimer clause 
in the credit agreement which stated that, “Neither you nor your agents shall be re- 
sponsible for . . . the validity, sufficiency or genuineness of documents, even if such 
documents should in fact prove to be in all or any respects invalid, insufficient, fraudu- 
lent or forged. . . .” Cf. I.C.C. Customs art. 11. This decision clearly makes nonsense 
of the credit arrangement: in these circumstances the banker has no greater responsibility 
than a postman, though he gets paid much more than any mail carrier. Cf. Chairmasters, 
Inc. v. Public Nat’l Bank & Trust Co., 283 App. Div. 704, 127 N.Y.S.2d 806 (1954). 
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or so years ago, the mercantile community has shown remarkable ingenuity 
in fashioning the instrument to meet its changing needs. While still preserving 
the elements of the basic transaction, the credit has been developed to serve 
all sorts of ancillary purposes. These purposes, reflecting as they do the 
particular needs of one or other of the participants, provide a very con- 
venient basis from which to examine the function and operation of the 
various types of credit employed today.!*5 


Banking Needs 


Circular and Specially Advised Credits. These two species of credit are 
basic to the transaction; under them, the opening or issuing bank indicates 
the existence of its own credit obligations. In the first instance, the bank 
issues a letter addressed to persons in general in which it undertakes to honor 
the beneficiary’s drafts under certain conditions contained therein. The 
letter is then sent to the beneficiary directly by the bank or through the 
offices of the customer. In either event, an instrument transmitted in this 
fashion is said to be a “circular” letter of credit.1?6 

As an alternative to this, the bank may choose to convey the credit to 
the beneficiary through the medium of a correspondent bank in his vicinity. 
Where this occurs, the credit is deemed to be “specially advised.” Normally, 
in this situation, it is contemplated that payment or negotiation of the drafts 
and documents under the credit will be undertaken by the notifying cor- 
respondent.!27 

Simple and Reimbursable Credits. Where in a “specially advised” credit 
the correspondent is specifically instructed to act as the paying bank also, 
it is usual to find the opening bank carrying an account with the former in 
the currency to be paid. The amount paid to the beneficiary, plus the cor- 
respondent’s commission for services performed, is then debited to this ac- 
count for later settlement. Such an arrangement is known as a “simple 
credit.” 

Where the opening bank does not desire to have its account debited by 
the correspondent or does not have an account with the correspondent, the 
latter, if it is the paying bank, will draw a draft for the amount of its pay- 
ment, plus commission and interest for the period elapsing until reimburse- 
ment, either on the opening bank or on another correspondent of the open- 
ing bank with which the latter does carry an account. Such a credit is termed 
a “reimbursement credit.” The correspondent bank carrying the reimburse- 


125 Of course this particular framework is by no means watertight and, of necessity, 
there are bound to be overlapping categories. But this is inevitable in an area where 
the contractual and commercial relationships are so closely interwoven and where one 
system of classification is likely to be as arbitrary as the next. See Warp & HarFieELp 28. 

126 Ibid. See, e.g., Re Agra & Masterman’s Bank, ex p. Asiatic Banking Corporation, 
LR. 2 Ch. 391 (1867). 

127 Warp & HaRFIELD 29. 
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ment account for the issuing bank would be advised that each negotiating 
bank had been authorized to reimburse itself in this way and might be asked 
to advise the facility or merely to record it on its books in anticipation of 
any drawings. 

This procedure, while saving a certain amount of time in the opening 
of the credit and in the forwarding of documents, as well as reducing the 
tariff charges, may sometimes lead to difficulties if the reimbursing bank’s 
country has exchange regulations controlling the transfer of the currency 
in question and the creditor has failed to comply with them. However, this 
seldom occurs. Usually the opening bank informs its correspondents of the 
existence of such regulations and the fact that official approval and authoriza- 
tion is required.!28 


Needs of the Seller-Beneficiary 


Negotiation and Straight Credits. As has already been pointed out, 
where the credit is “specially advised” through a correspondent bank lo- 
cated in the vicinity of the beneficiary, the issuing bank usually has the 
former take up the drafts drawn by the beneficiary under the credit. Where 
this occurs and the correspondent is instructed to pay against the face 
amount of the draft, the instrument is known as a “straight credit”; where 
the correspondent purchases the beneficiary’s draft, it is known as a “negotia- 
tion credit.” 12° 

While both types of credit offer the beneficiary the convenience of local 
dealing, the “straight credit” has the further advantage of avoiding payment 
of the discount fees. Provided the beneficiary has easy access to the cor- 
respondent bank, he will receive the full face value of his draft; any costs 
involved in the further transfer or negotiation of the documents are of no 
concern to him.1%° 

The situation is, of course, different in the case of the “negotiation 
credit.” Here the beneficiary not only has to bear the expense of discounting 


128 DocuMENTARY CrepITs 21 (2d ed. Waterlow, London 1957). Generally, the 
issuing bank obtains such clearance itself prior to opening the credit. [bid. 

129 Negotiable credits can involve some very difficult problems for the banks with 
respect to multiple negotiations. Unless each negotiating bank lists or endorses the 
amount it has discounted on the letter of credit on which it relies, or takes up the letter 
itself, there is a danger that a fraudulent beneficiary will continue to draw drafts after 
the credit has been exhausted. The question then arises as to which bank, the negotiating 
or the issuing, should bear the loss. The great difficulty in this situation stems from 
the fact that the beneficiary is entitled to retain the letter of credit until it is exhausted, 
so that proper evidence of notation would require another separate document. This 
is provided by the so-called “certificate of endorsement.” However, these certificates 
are rarely provided by the negotiating banks. See Mentschikoff supra note 101, at 599- 
600, for a penetrating and more detailed analysis of the problems involved in multiple 
negotiations and the difficulties created by I.C.C. Customs art. 36. See also Warp & 
HarriEvp 181-82, for a history of some of the measures used by the banks to circumvent 
these problems; U.C. Cope § 5-108. 


180 Warp & HarFIELD 30. 
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the draft, but also the costs of converting the draft with local funds if it is 
drawn in a foreign currency. Both amounts will accrue to the correspondent 
bank.184 

One of the most significant differences between the “straight” and 
“negotiation” credit is the right of recourse. A credit which contains a 
negotiation clause extends the promise embodied in it to endorsees and hold- 
ers of drafts drawn under it. It may thus pass through many more hands 
than the two parties involved in the straight credit which is directly advised. 
As the drawer of a negotiable instrument, the beneficiary assumes very real 
responsibilities under a negotiation credit, responsibilities which are absent 
where he is paid under a straight credit.1®? 

Back-to-Back or Secondary Credits. One of the most useful and in- 
genious developments in letter of credit financing is the so-called back-to- 
back or secondary credit. This device, which is in widespread use through- 
out the country,!** is a method by which the seller-beneficiary uses the 
original irrevocable letter of credit as a means of financing acquisition of 
the goods which he contracted to supply to the customer-buyer. 

Typically, such credits are employed by middlemen to finance the sale 
of goods moving between the producer, manufacturer, or supplier on the 
one hand, and the foreign buyer on the other.’** As the name back-to-back 
implies, the financing is obtained by the middleman arranging for a second 
letter of credit to issue in favor of the producer or manufacturer backed or 
secured by the primary credit which he himself possesses from the ultimate 
buyer. Thus, if A is in the business of buying wheat and barley in the 
United States and selling it abroad and has arranged to buy a certain quantity 
of these commodities for $80,000 from B and sell it to C for $100,000, he 
will first ask the latter to open an irrevocable credit in his favor for $100,000 
with a New York bank payable against certain documents. Having obtained 
such a credit, he will arrange for his own bank to open a similar credit in 
favor of the supplier B for $80,000 covering the same goods.1*5 Under 
ordinary circumstances A’s financial position might not warrant the bank 
issuing the letter of credit. However, the existence of the original letter of 
credit provides all the assurance that is necessary. As an engagement of a 
prime bank to pay or accept drafts under conditions which are both certain 


181 See, however, pp. 197-98 infra. 

182 UnirorM NEGOTIABLE INSTRUMENTS LAW § 61. However, the legal formalities 
must be complied with if the beneficiary is to be accountable in respect of these re- 
sponsibilities. See Bank of Nova Scotia v. Marcelion San Miguel, 214 F.2d 192 (1st Cir. 
1954), where the negotiating plaintiff failed to recover against the defendant-beneficiary 
because of failure to protest a foreign bill of exchange. 

188 See Kingdom of Sweden v. New York Trust Co., 197 Misc. 451, 96 N.Y.S.2d 779 
(Sup. Cr. 1949). 

134 DocuMENTARY CREDITS, Op. cit. supra note 128, at 24. 

185 For an actual example of this device in operation, see Trans Trust S.P.R.L. v. 
Danubian Trading Co., Ltd., [1952] 1 All E.R. 970 (C.A.). 
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and known, it provides the secondary house with security which is of un- 
impeachable quality and maximum liquidity.!** 

Although this device is both simple and effective, some care has still to 
be taken in its actual operation. Quite obviously the amount of the prime 
credit must always exceed the secondary one. And the documents required 
under the latter should not differ in any great extent from those demanded 
in the former.18* Ample time has always to be allowed in the expiry date 
of the primary credit to permit the documents under the secondary instru- 
ment to reach A’s bank and be paid for, and for A to substitute his own 
invoice and the other documents necessary for proper presentation under 
the original credit. This is especially important in situations where the two 
credits expire in different places and documents under the secondary credit 
have to be negotiated in one country and presented for payment under the 
primary credit in another,1** 

Care has also to be exercised with respect to the unit price of the goods. 
For example, if A is situated in England rather than in the United States 
and has bought f.o.b. and sold c.i.f., the problem of freight payments may 
very well present itself. This, however, can usually be resolved in one of 
two ways: (1) A can either arrange for B to have the bills of lading marked 
“freight payable in London,” in which case A would pay the freight to the 
shipping company’s London agents in exchange for which they would mark 
the bills of lading “freight paid” or give A a freight receipt which could be 
attached to the documents; or (2) he could pay the freight directly to the 
shipping agents in London who would then cable their principals so that 
the bills of lading could be marked “freight paid” before being attached 
to the draft for negotiation. 

Besides financing the transaction, however, the back-to-back credit also 
provides the basis for the so-called “switch” operation. Since the war, most 
countries have restricted the movement and availability of their currency 
abroad so that while the purchaser may well be able to pay in his own 
currency, he may not be permitted to use such funds in certain countries. 
He may, therefore, be compelled to forego the sale because of his inability 
to pay the seller in the required currency.*® By combining favorable ex- 


186 This does not mean of course, that the bank ignores the credit standing of a 
person in A’s position. The bank has always to keep in mind the possibility of the 
prime credit failing for one reason or another, in which case the standing of A will 
obviously become crucial. See McGowan, Assignability of Documentary Credits, 13 
Law & Contemp. Pros. 666, 673 n.12 (1948). 

187For this reason most banks require the prime beneficiary to give his invoice 
at the time of opening the secondary credit. Warp & HarFlELp 167 n.22. 

188 If there were insufficient time, the beneficiary under the secondary credit may 
very well encounter some difficulty in negotiating his documents, especially without 
recourse. 

189 The recent abolition of the European Payments Union and the decision to make 
transferable currencies freely convertible has eased the trading situation somewhat with 
respect to currency matters. 
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change situations in various countries, however, the buyer may be able by 
use of the back-to-back credit to transfer his own funds into a permissible 
foreign currency and convert the latter into the currency required by the 
seller as payment. 

A good example of how this upgrading process works is afforded by 
Sinason-Teichner Inter-American Grain Corp. v. Oilcakes and Oilseeds 
Trading Co.,'*° the facts of which were as follows: 

On August 5, 1952, the Bank of England issued a notice stating that they 
were prepared for a certain time to consider applications by residents of the 
United Kingdom acting as principals to purchase raw materials from resi- 
dents of the American account area for resale to countries belonging to the 
then existing European Payments Union. The plaintiff, who was the seller, 
had by August 9 commenced negotiations with a German firm interested in 
buying a cargo of Canadian barley for sterling. However, as the seller re- 
quired payment in dollars, advantage had to be taken of the availability of 
sterling under the Bank of England’s order of August 5. Arrangements were 
therefore made for the defendant, an English company which had applied 
for and received permission to purchase and sell Canadian barley under the 
order of the Bank of England, to purchase the barley from the seller for 
payment in dollars and to resell it to the German buyer for payment in 
pounds sterling. To carry out the “switching” of currencies it was agreed 
that the German buyer should first give the English company a guarantee 
in sterling and the English buyer in turn should then provide a guarantee in 
dollars for the United States seller. The case came before the English courts 
on the question of the time in which the guarantee had to be established by 
the English company to comply with the contract, there being no express 
provision in the agreement to this effect.1*! 

Apart from the fact that guarantees were used in this situation rather 
than letters of credit, the transaction represents a perfect back-to-back 
operation for currency purposes. Had the sale been consummated it would 
have resulted in the United States exporter selling barley to a country which 
could not have paid in United States dollars; it would have enabled the 
German importer to purchase the commodity at an advantageous price at a 
time when it would have been difficult to obtain it elsewhere and it would 
have permitted the German Government to use part of its sterling clearing 
balance. And it would have provided the defendant with his middleman’s 
profit and the English, German, and United States banks with their re- 
spective fees. 

Transferable Credits. Closely allied to the back-to-back credit both in 


140 [1954] 2 All E.R. 497, aff’d, [1954] 3 All E.R. 469 (C.A.). 

141 The court of appeals held that a reasonable time must be allowed for the 
establishment of the guarantee and that such time had not elapsed at the time of can- 
cellation by the appellant-sellers. 
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form and function is the so-called transferable credit. This instrument, 
which began to develop before the war, has since the end of the conflict 
grown considerably in its use. By and large, it has proved most attractive 
to the small businesses which have sprung up since the war and despite the 
lack of financial standing have managed in one way or another to negotiate 
contracts for the purchase of goods from one concern and the sale of the 
same goods to another. 

Unlike the middleman in the back-to-back situation, however, the credit 
of these individuals is such as to make most banks reluctant to undertake the 
financing of their purchases despite the security of the prime credit. 
The latter are therefore obliged to try and induce the ultimate buyer to- 
accept the responsibility and undertake the financing of the secondary 
transaction; this is done by persuading him to open an irrevocable trans- 
ferable or assignable credit in their favor.!4? 

Although at the present time there is some confusion as to the meaning 
of the terms “transferable” and “assignable” when applied to letters of 
credit,!#* the essential difference between this mode of financing and that 
of the back-to-back credit is that the middleman is always retained as prime 
beneficiary in the latter situation, while in the former he is replaced by the 
original supplier.14* Thus, whereas in a back-to-back credit the middleman’s 
bank has for its principal its own customer whose instructions it must carry 
out, in the case of a transferable credit, the transferring bank must obey the 
mandate given to it by the buyer or the buyer’s bank. The need to have the 
documents presented by the supplier conform to those required by the 
primary credit is thus much greater where the transferable credit is being 
used than in the back-to-back situation.1*5 


142 FLLERTON, EFFECTS ON THE BANKS OF THE Post-War EvoruTion oF ForEIGN 
Trave: THe REcENT EvoLuTion oF THE ROLE oF THE BANKS IN THE Economy 99, 120 
(1953) (Lectures Delivered at the Sixth International Banking Summer School, Knokke, 
Belgium). 

148 The confusion arises mainly from failing to distinguish between an assignment 
of the proceeds of the credit as against assigning the letter of credit itself. The former 
involves no change in the contractual liability as between buyer and seller, while the 
latter seems clearly to envisage a novation type of situation where the basic sales con- 
tract is concerned. Article 49 of the I.C.C. Customs seems to contemplate the novation 
situation more than anything else, hence its insistence quite rightly on the buyer- 
customer’s consent. This consent, however, is clearly not warranted where only the 
proceeds are assigned, since the contractual obligations between the seller-beneficiary 
and the buyer-customer remain undisturbed. See McGowan, supra note 136, for the 
arguments in favor of this distinction. Rice & Thorne, supra note 102, at 58-59. 

144 Warp & HarFIELp 156. 

145 In a recent decision before the Cour d’ Appel de Bruxelles, however, the prime 
credit stipulated that shipments should be made between October 1-15, 1950. The credit 
was transferred and the new beneficiary shipped on September 19, 1950. The confirming 
bank in Belgium declined to pay and its position was upheld in the Tribunal de Com- 
merce d’ Anvers (June 8, 1951). The Cour d’ Appel reversed, however on the grounds 
that the assignment was permitted under article 49 of the I.C.C. Customs and no damage 
had resulted from the premature shipment. Decision Cour d’ Appel de Bruxelles, April 
2, 1954. 
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Of course, in this transaction, as with the back-to-back credit, it is 
essential that disclosure of the supplier’s name to the ultimate buyer be 
avoided. Quite obviously, it would pay these parties in most instances to 
deal directly with one another since by so doing they would eliminate 
what virtually amounts to the middleman’s commission. Concealment of 
their identities from one another thus becomes extremely important to the 
original seller-beneficiary, although naturally it throws an additional burden 
both upon him as transferor and upon the transferring bank. 

Additional burdens may also arise when the supplier presents documents 
to the transferring bank which are irregular and offers an indemnity to 
obtain their acceptance. As can be readily appreciated, such an indemnity 
would cover the paying bank only to the extent of the transferee’s invoice, 
while its liability would extend to the value of the substituted invoice, which 
would obviously be greater. Where the transferor is unable to provide the 
indemnity, or his standing does not warrant its acceptance, probably the 
only course of action open to the bank other than referring to the buyer 
for instructions is to accept the supplier’s indemnity for the smaller amount, 
refrain from paying the price difference to the transferor, and claim the 
full amount of the substituted invoice from its principal. If and when 
authority to release the indemnity is received, the outstanding amount owed 
to the transferor can then be paid over. 

Divisible and Transmissible Credits. Occasionally, transferable credits 
permit the beneficiary to apportion only part of the proceeds to another 
individual. Where this occurs, the credit is sometimes termed “divisible.” 146 
At the present time, the legal significance of this particular appellation still 
lacks precise determination, though some bankers are of the opinion that 
it merely signifies that partial shipments are allowed.147 While of course the 
latter would seem to be a necessary corrollary of permitting a partial trans- 
fer of the credit, it is not unknown for divisible credits to issue which 
specifically prohibit partial shipments.148 Where this occurs, most banks 
generally request some sort of elucidation from the customer. 

Sometimes the transferable credit is further described as “transmissible,” 
although here again there seems to be little or no agreement as to the sig- 
nificance of the term. London banks, for example, are of the opinion that 
it authorizes the transfer of the credit to a place other than that of the 
original beneficiary’s domicile. Continental bankers, however, go even 
further and regard it as permitting the transfer of the credit to another 
country.14° The Uniform Customs of the International Chamber of Com- 
merce, on the other hand, do not recognize the term at all: the definition 


146 Article 49 of the I.C.C. Customs does not distinguish between “transferable” 
and “divisible.” 

147 DocUMENTARY CREDITS, Op. cit. supra note 128, at 29. 

148 Tid, 
149 Tid. 
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of “transferable” is made to cover all situations where the credit is made 
available in a location different from that of the original beneficiary. 

Red Clause or Anticipatory Credits. One type of credit which is to all 
intents and purposes an anomaly in the field of banker’s credit is the so-called 
“red-clause” credit. While the ordinary credit almost by definition involves 
the payment of funds only against documents evidencing actual movement 
of goods,!5! the “red letter clause” or “red-clause credit” %? does not. 
Advances under the latter are made to the beneficiary without any docu- 
ments being deposited at all.1°* In effect, they are loans from the buyer to 
the beneficiary on which the bank receives interest, the security of which 
rests entirely on the integrity of the beneficiary.1™4 

However, the risk involved in this type of instrument is not as great 
as it first appears, since by and large its use is confined to certain specialized 
trades in which the reputation of the beneficiary is generally a matter of 
common knowledge amongst the traders and bankers alike.5> The banks 
themselves issuing such credits also have considerable knowledge of the 
particular markets in which they are being used and are thus able to main- 
tain a close watch over the transaction.1** 

“Local-Currency” Credits. To the United States seller-beneficiary trad- 
ing in today’s world markets it is, of course, essential that he obtain payment 
in his own dollar exchange if he is to avoid the risk of exchange fluctua- 
tions.157 This means that he must be able to draw the drafts under the credit 
in dollars. Where this is permitted, the instrument is known as a “local- 
currency” credit. 

Access to this type of credit does not, of course, eliminate the risk of 
currency fluctuation; it merely shifts it from the beneficiary to the customer. 
However, several ways are open to the latter to obviate the danger. One 
of the most common is for the customer to provide for coverage ahead of 
time by taking out either an option contract or one for a fixed date; the 
former is probably better suited to the credit transaction since it permits the 


150 1.C.C. Customs art. 49. 

181 They are, of course, frequently referred to as “documentary credits.” 

152 So-called because of the issuing bank’s practice of endorsing on their credits in 
red ink a clause authorizing the negotiating or confirming bank to pay the beneficiary 
against his drafts alone without presentation of documents. Warp & Harrietp 158. In 
the Australasian wool trade the “red clause” has been refined into use of the “green 
clause” which permits not only pre-shipment advances but also covers storage in the 
name of the bank. Gutrermce & MecrRAH, OP. cit. supra note 81, at 11 n.5. 

158 The beneficiary generally gives an undertaking, however, to provide documents 
in the future. Warp & HarFietp 158. 

154 There is, in fact, no obligation on the bank to obtain any documents whatsoever. 
Ibid. 

155 DocuMENTARY CREDITS, Op. cit. supra note 128, at 23-24. 

158 According to one authority, these credits appear to be coming into more general 
use and are no longer confined to specialized trades. Warp & HarFiELp 160. 

187 The dollar being, of course, hard, stable, and fully convertible. 
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customer to purchase the foreign exchange at any time up to a certain date, 
which presumably will be calculated on the basis of the expiration of the 
letter of credit.15® However, in doing this, the customer incurs an additional 
liability since the forward cover constitutes a separate and distinct obliga- 
tion from that of the credit itself. 

_ Some customers prefer to buy the currency “spot” in order to avoid 
the risk of fluctuation and have it held on a suspense account until such 
time as the documents are presented for payment. Others who deal regu- 
larly in the international markets acquire balances of various foreign cur- 
rencies which they hold in special accounts to meet the demands of the 
credit. 

Probably the easiest solution of this difficulty is for the customer-buyer 
and seller-beneficiary to have a clause in their contract for the goods to be 
priced in the seller’s currency convertible at a certain rate. The buyer then 
knows what he has to pay and whether or not he has to acquire such cur- 
rency and the seller, having quoted his own rate, will be able to cover him- 
self by selling forward on his market. A credit in this case would stipulate 
that drafts must be drawn on the opening bank for the dollar equivalent of 
a certain amount of Italian lira, for example, converted at a stipulated rate 
of lira to the dollar. The negotiating or paying bank would then pay the 
beneficiary in lira at the rate in force on the day of payment or at the rate 
fixed by the seller’s forward contract. The Italian negotiating bank, however, 
would then send the documents forward for payment by the United States 
opening bank in dollars at the rate agreed upon originally between the buyer 
and the seller, and the proceeds would then be credited to the paying bank’s 
dollar account with the United States bank.!5® 


Needs of the Buyer-Customer 
The Acceptance Credit. Where the buyer desires to secure the maxi- 


188 Fyirr, A Manuva or Foreign ExcHance 141, 146 (4th ed. 1955); GuaRANTY 
Trust Co. or N.Y. Hanpsoox, A Review or Export AND Import Procepure 52-53 (rev. 
ed. 1953). 

159 Evitt, op. cit. supra note 158, at 165-67. Sometimes this agreement is embodied 
in the draft itself as the so-called “Exchange Clause.” Ibid. Unlike the U.K. there are 
no governmental facilities available in the U.S. for insuring short-term export credit 
risks. The Export-Import Bank only provides medium and long-term financing without 
recourse on the exporter. Recently however, a number of commercial banks have at- 
tempted to establish an Edge Act corporation to finance exports of productive capital 
equipment at medium terms without recourse on the exporter. MAFFREY, THE FINANCING 
or U.S. Foreicn TraveE 66, 75 (1956) (International Banking and Foreign Trade Lectures 
delivered at the Ninth International Banking Summer School, Rutgers University, New 
Jersey). For an account of the British System of export guarantees, see Kippinc, STATE 
ASSISTANCE TO ForEIGN TRADE 127, 133-35 (1955) (International Banking and Foreign 
Trade Lectures delivered at the Eighth International Banking Summer School, Oxford); 
Copeman, id. at 140, 150-52; OEEC Bankers Mission to the U.S.A., Tech. Ass. Mission 
No. 31, Ann. V1. 51 (Paris 1951); ScumitrHorr, THE Export Trabe c. 20 (3d ed. 1955); 
Re Miller, Gibb & Co., [1957] 2 All E.R. 266 (Q.B.). 
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mum use of the credit facilities resort is had to the “acceptance credit.” 1 
Under this device, the seller is authorized to draw his drafts on the issuing 
bank not for immediate payment or payment at “sight,” but for payment 
within a certain period after presentation. The draft is then tendered to the 
issuing bank which “accepts” it by writing the word “accepted” across the 
face of the document and returning it to the seller-beneficiary. 

Although the fact of having “accepted” the document means the issuing 
bank has engaged to pay it when presented at the proper time, the fact that 
actual discharge of the obligation is postponed for the period stipulated in 
the draft itself means that immediate availability of funds is not required by 
the bank of its customer. The latter thus receives additional financing during 
this period, the cost of which is borne by the seller-beneficiary. 

The beneficiary, while not receiving payment immediately, is not with- 
out access to funds if he should need them, however. As the possessor of 
prime paper, he need not wait until the bill matures since such an instru- 
ment is readily discounted in the acceptance market. However, he will have 
to pay a discount commission in order to obtain such funds; this, of course, 
represents the price he pays for financing the buyer. 

Revolving Credits. Another type of credit which has advantages for 
the buyer-customer is the so-called “revolving credit.” This is used where 
aggregate shipments are contemplated, but the issuing bank is only prepared 
to advance so much on the customer’s behalf at any one time. Instead of 
issuing a series of credits to meet these shipments, each of which is equal to 
the limitation it has imposed upon the customer, the bank gives a single 
letter to cover the period necessary to complete the entire transaction and 
restricts the amount which can be drawn under it on any one occasion. 

This is accomplished by inserting a provision in the credit that upon 
notice from the opening bank that a draft drawn by the beneficiary within 
the period stipulated has been paid and retired by the buyer-customer, a 
similar amount will automatically again become available to the bene- 
ficiary.1® 


Tue ProsteM or UNIFORMITY 


From the preceding discussion, it is obvious that one of the most serious 
problems existing in the present use of documentary credits is the question 
of uniformity and consistency in the use of terms and concepts. Not only 
are many of the terms employed today replete with ambiguity, but many 
of the more vital and modern aspects of the credit operation are lacking in 
definition altogether. 

The International Chamber of Commerce has made what is probably the 


160 For an outline of the regulations governing acceptance credits in the US., see 
Warp & Harrietp 94-112. Cf. also the use of the so-called “deferred sight credit” and 
the acceptance credit. Id. at 31. 


161 Td. at 33. 
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most comprehensive attempt to remedy this situation and has managed to 
get many of the banks throughout the world, either directly or through 
their associations, to adopt certain standard rules and procedures as a formal 
part of their credit agreements.!*? These rules and procedures known as 
the Uniform Customs and Practice for Commercial Documentary Credits 
(I.C.C. Customs) were first published in 1930. They have since been subject 
to periodic revisions, the last of which occurred in 1951 and became effective 
as of January 1, 1952.68 

Despite the widespread adherence to these rules by the banking com- 
munity, they have in recent years been the subject of increasing criticism.1* 
Perhaps the most damaging charge which can be leveled against them stems 
from the fact that the banks of the United Kingdom have steadfastly re- 
fused to adopt them.!® And since the latter account for the financing of 
more than 50 per cent of the world’s foreign trade,!® the effectiveness of 
these rules in terms of achieving uniformity is obviously very limited. 

Even though one of the foremost of American authorities advocates the 
use and adoption of the I.C.C Customs and emphasizes that British usage 
does not significantly differ from that outlined in the I.C.C. Customs,1® the 
fact remains that the majority of the criticisms of the United Kingdom banks 
are justified. In many of the more contentious areas, the I.C.C. Customs do 
not elucidate the difficulties in any way, but rather by glossing over them 
tend only to confuse the issue. Furthermore, where difficulties are resolved, 
the resolution is generally much too heavily loaded in favor of the banks 
as against the customer. Admittedly the cost of the credit service for the 
latter is extremely small and banks should not be required to assume a 
burden which is greater than that warranted by such a charge, but they 
should have at least a minimum obligation towards their customers.!®* In 


162 Gutrermce & MEGRAH, Op. cit. supra note 81, at 178. 

168 See Warp & Harrietp 210-12, for a description of the evolution and develop- 
ment of these rules. 

164 F.g., GUTTERIDGE & MEGRAH, Op. cit. supra note 81, at 79; Mentschikoff, supra 
note 101; Rice and Thorne, supra note 102. 

165 Perhaps because of their greater awareness of the trading origins of the letters of 
credit and the realization that the I.C.C. Customs have moved too far away from these 
origins to be of effective use to the customer. See Megrah, The Financial Times 
(London), Sept. 13, 1949. 

166 THACKSTONE, THE METHODS OF FINANCING ForREIGN TRADE: THE Part PLAYED BY 
THE Banks, BANKING & ForEIGN TRADE 125, 132 (1952) (Lectures delivered at the Fifth 
International Banking Summer School, Oxford); WrHerince, THE FINANCE oF ForEIGN 
Trave 36 (1950) (Lectures delivered before the Institute of Bankers). 

167 Harfield, 56 The Canadian Banker, No. 3, 1949, p. 52 ; cf. BANKERS’ MaGAZzINE 23 
(London 1948). For an account of the differences between British usage and the I.C.C. 
Customs, see Rice and Thorne, supra note 102; Hucitt, CommerciaAL Letrers or Crepit 
17-20 (Montreal, 1956). 

168In connection with the bank charges, however, it should be pointed out that 
where the customer’s credit rating is not too good the bank will generally demand a 
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most instances, however, disclaimer clauses and the incorporation of the 
I.C.C. Customs into the credit agreement succeed in freeing them from 
virtually all responsibility in this area.1® 

What is required is a clear statement of the bank’s function and the 
bank’s obligation in terms both of the credit operation itself and the costs 
involved in undertaking such an operation. The I.C.C. Customs, though a 
step in the right direction, do not provide this. Much more has still to be 
done if the almost infinite potential of the letter of credit is to be realized 
and the instrument successfully adapted to the needs and demands of com- 
merce and the ever changing international scene.'*° 


deposit for the issuance of the credit and such deposit will usually not carry any interest. 
In the case of Netherlands Trading Soc’y v. Wayne & Haylitt Co., [1952] Hong Kong 
L.R. 109, the interest-free deposit amounted to nearly $50,000 (U.S.). 

169 See note 124 supra; Mentschikoff, supra note 101. 

170 In this respect, art. 5 of the U.C. Code shows a much greater recognition of the 
problems and the complexities arising from the various developments which have 
occurred in this area. 











Are U.S. tax laws helping or hampering our foreign trade? 


“The decision to enter the foreign trade field is, of course, 
fundamentally not a tax problem ... but taxes do have a sub- 
stantial effect on the form in which business abroad is done.” 


TAXATION ADVANTAGES AND PROBLEMS 
IN FOREIGN TRADE 


BY DAVID M. GOODER AND JAMES R. WIMMER * 


“CAPRICIOUS IN RESULT, formalistic in impact, and difficult to ad- 
minister, understand, and apply.” Thus on November 19, 1958, did Repre- 
sentative Hale Boggs of Louisiana describe the Internal Revenue Code as it 
applies today to foreign source income. 

An overstatement? Perhaps—but it dramatizes the current collision be- 
tween policies of “trade, not aid” and the encouragement of the export of 
private capital on the one hand, and the pressure to balance the budget and 
maximize tax revenues on the other. Unfortunately, there is little in the 
Internal Revenue Code which manifests a strong congressional intent to treat 
foreign source income more favorably taxwise than domestic income. 

Congress and the various administrations, Democratic and Republican, 
have shown concern for overseas operations in the income tax field primarily 
in taking steps to reduce the risk of double taxation, i.e., paying income 
taxes measured by the same net income to two or more countries. In other 
words, government interest taxwise has been focused in eliminating an ob- 
stacle, not in providing an inducement to expand foreign operations. 

In view of the fact that Congress has been primarily concerned with 
the double tax problem and not with tax inducements, business, guided by 
its tax counselors, has been forced to capitalize on the fundamental tax con- 
cept that each corporate entity is to be treated separately. Thus, tax advice 


* DAVID M. GOODER. Partner in the firm of Lord, Bissell & Brook, 
Chicago. 

JAMES R. WIMMER. Partner in the firm of Lord, Bissell & Brook, 
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in this field involves primarily recommendations as to the formation of 
corporate subsidiaries or affiliates, the place of their incorporation, the situs 
of their offices, and the scope of their operations. As Representative Boggs 
insists, formalism is the guiding rule. Since this falls squarely athwart the 
Treasury attitude that the substance and not the form of a transaction should 
be controlling for tax purposes, the result is that there is likely to be an 
attitude of suspicion toward efforts to tailor business operations to meet 
existing requirements. This careful scrutiny of business operations has led to 
a widespread conviction in business that the Treasury is working at cross 
purposes with other government departments which profess to encourage 
expansion abroad of private American enterprise. However, the fundamental 
source of the difficulty is not administrative but legislative; relief must 
primarily be obtained in the Congress. 

This is not to say that taxes cannot be minimized or deferred by careful 
tax planning. But it is of unusual importance in this field that substance 
match form. If the tax benefits available are to be obtained, then the risks 
peculiar to overseas operations should be borne by the taxpayer. If the 
profits available abroad are to be earned at minimum tax cost, then substantial 
operations should in fact be carried on there. 

However, it is not realistic to expect that most corporations except the 
largest will move in one step from no foreign operations to substantial over- 
seas plant investment. Experience shows that the change will take place 
gradually through some or all of the following approximate stages: 


Stage 1: Sales to foreign buyers negotiated primarily in the United ' 
States with delivery made to the buyer prior to the goods leaving the United 
States; payment to be made at or prior to delivery. 

_ Stage 2: Overseas solicitation supplemented by foreign sales offices, 
contracts accepted in the United States, shipments c.i.f. or f.o.b. United 
States port; payment in dollars guaranteed by confirmed letters of credit. 

Stage 3: Foreign sales branches and warehouses, open account or draft, 
contracts accepted by the sales branch, deliveries f.o.b. foreign port or 
buyer’s warehouse. 

Stage 4: Assembly abroad of components manufactured in the United 
States. 

Stage 5: Foreign manufacturing plants and sales forces buying partially 
abroad and partially from the United States. 


Obviously the degree of risk increases from stage to stage. Included 
are such risks as those of non-payment, ocean transport, foreign exchange 
restrictions and rate changes, political upheaval, and nationalization. None 
of these are borne by the United States corporation in Stage 1; all are borne 
in Stage 5. Yet if a domestic corporation conducts Stage 5 operations it 
pays United States taxes in full on the net income from such operations 
subject to double taxation protection. As pointed out in the following dis- 
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cussion, its basic tax position is no different from a Stage 1 corporation 
which bears none of the foreign risks. 

Yet any rational policy for the encouragement of foreign investment 
should provide inducements to take the steps which lead to eventual Stage 
5 operations. Such inducements must also recognize that foreign competi- 
tion, which is of increasing importance as overseas business expands, comes 
in most cases from foreign corporations paying foreign tax rates which are 
frequently much less than current United States rates. 

Thus there should be tax encouragement to export as well as to manu- 
facture and process abroad. At what stage this inducement should first be- 
come available is a matter for reasonable debate and difference of opinion. 
It seems clear that a Stage 1 company is not substantially different from a 
purely domestic concern. They should be taxed alike. Furthermore, if ex- 
ports are to be encouraged at all taxwise, a Stage 3 operation must benefit 
from some tax inducement. The critical question becomes where to draw 
the line between Stage 1 and Stage 3. 


Direct OPERATION THROUGH DoMESTIC CORPORATION 


A domestic corporation may well initially decide to enter the foreign 
trade field through a simple export operation with as little foreign entangle- 
ment as possible. In such cases the sales are probably made f.o.b. the United 
States or some similar arrangement whereby title will pass to the buyer in 
the United States. The seller may well demand, to the extent that compe- 
tition makes it feasible, that payment be made in the United States, fre- 
quently by means of a confirmed letter of credit. Departures from this 
method are, however, usually made as the domestic corporation becomes 
more familiar with the foreign trade field. Such an operation is dependent 
upon others for the development of the foreign market, and the advantages 
of a well organized and controlled sales force based abroad is not available. 
Further, such an operation does not make maximum use of the tax ad- 
vantages which are available in the foreign trade field. The domestic 
corporation is immediately subject to tax in the United States on its income 
from its export operations,! whereas it might well be possible to defer United 
States income taxes on the export income by the use of a foreign subsidiary 
corporation or corporations, or where applicable reduce the United States 
income tax rate applicable to such export income through the use of a 
Western Hemisphere Trade Corporation. Of even more immediate im- 
portance to the firm venturing into the export field is the possibility of 
double taxation. 

The fact that the United States does not limit its taxation of domestic 
corporations to their income from United States sources may, of course, re- 
sult in an American corporation paying income taxes on its “foreign source 


1Int. Rev. Cope or 1954, § 11; Barclay & Co. v. Edwards, 267 U.S. 442, 451, 45 
Sup. Cr. 348 (1924). 
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income” to the United States and to the country where the income is earned. 
_ In order to avoid this so-called “double taxation” the domestic corporation 
is permitted to credit against its United States income tax the amount of 
income taxes, war profits taxes, and excess profits taxes (or taxes imposed in 
lieu of such taxes, if otherwise generally imposed by the foreign country 
or possession) paid or accrued during the taxable year to a foreign country 
or United States possession. The credit for foreign taxes is not allowed to 
foreign corporations or to corporations entitled to the benefits of section 
931 (by reason of receiving a large percentage of gross income from sources 
within a possession of the United States). The foreign tax credit for taxes 
paid to any one foreign country is, however, subject to the limitation that 
it may not exceed that portion of the domestic corporation’s United States 
tax which its taxable income from sources within such country (not to ex- 
ceed the taxpayer’s entire taxable income) bears to its entire taxable in- 
come.’ Provision is made for carry-back and carry-over of that portion of 
the tax credit not allowable because of this limitation for taxable years end- 
ing after December 31, 1957.4 The effect of this tax credit is that, to the 
extent the country of source imposes an income tax on the domestic corpora- 
tion, the United States gives up its right to tax the foreign source income 
of the corporation. The effect on the taxpayer is that its over-all taxes on 
its foreign source income cannot exceed the applicable United States rate 
or the foreign rate, whichever is higher. 

The difficulty with the credit for the domestic corporation exporting 
f.o.b. the United States is that for United States income tax purposes its 
export income is derived from sources within the United States.® 

Accordingly, no taxes paid abroad would be available for credit under 
section 901 because under the limitation of section 904(a) it would have no 
income from sources within such foreign country. The question may well 
be asked, what difference does the unavailability of the tax credit make— 
if the export operation is conducted entirely within the United States there 
can be no foreign income tax to worry about. In practice, however, even 
where foreign activity is intentionally curtailed, it will almost inevitably be 
necessary from a practical business standpoint to carry on some sales pro- 
motional activities as well as solicit orders abroad. Though the extent of 
such activity might not be sufficient to warrant taxation by a state under 
the interstate commerce and due process clauses of the United States Con- 
stitution (which tends to color our thinking in this area), it is obvious that 
limitations of this type are not necessarily effective to limit the power of a 
foreign country to tax. And, in fact, some foreign nations, the Philippines 


2 Int. Rev. Cove or 1954, § 901. 

37d. § 904(a). 

* Id. § 904(b). 

5]d. §§ 861-64. See discussion in regard to the source of income of foreign 
corporations and Western Hemisphere Trade Corporations at pp. 212 ff. infra. 
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for example, deem the type of minimal activities mentioned a sufficient basis 
for taxation. 

To avoid this possibility of double taxation the corporation still desiring 
to conduct its export operation as outlined should check to see if the problem 
is alleviated by a tax treaty between the United States and the foreign 
country concerned. Such treaties are in effect with most all of the Western 
European countries, Great Britain, Ireland, Greece, Canada, Union of South 
Africa, Australia, New Zealand, Honduras, and Japan. Treaties with most 
of the South American countries are in preparation, but are not as yet in 
effect. Under these treaties a United States corporation which has no 
permanent establishment in the foreign country in question is not subject to 
income tax in the foreign country on its industrial and commercial profits 
derived from sources within such country. The treaties in effect today ex- 
clude from the concept of a permanent establishment the conduct of busi- 
ness in the taxing country through agents unless the agent habitually exer- 
cises general authority to negotiate and conclude contracts or has a stock 
of merchandise from which he regularly fills orders. Dealings carried on 
through a bona fide commission agent, broker, or custodian do not give rise 
to a permanent establishment. Furthermore, a foreign subsidiary is not, as 
such, deemed to be a permanent establishment of its parent. 

In addition to the exemption of industrial and commercial profits 
from foreign taxation where there is no permanent establishment abroad, 
these tax treaties usually prescribe a maximum foreign tax rate with respect 
to dividends received from sources within that country by United States 
corporations not having a permanent establishment in the foreign country. 
The reduced rate in most cases is 15 per cent (5 per cent on dividends from 
a 95 per cent owned foreign subsidiary to its United States parent under 
certain circumstances). Similar reductions are common in the case of inter- 
est payments and other investment income received from abroad. 

As noted above, after a domestic corporation has entered the export 
field, in all probability it will soon find it virtually impossible to develop 
the foreign market in competition with those actively engaged abroad, un- 
less it goes abroad itself. Perhaps initially the contacts abroad will be largely 
through the development of an overseas sales force. Once the domestic 
exporter begins to move its activities into foreign countries, tax problems 
will arise which will usually make it more advantageous to separate the 
foreign operation from the domestic operation. 

Aside from the Western Hemisphere Trade Corporation and the less 
widely used section 931 trade corporation (for trade within a possession of 
the United States), once the foreign operation is well established, there are 
decided advantages in most cases in operating through a foreign corpora- 


®Caroll, Tax Treaties, J. TaxaTIon 248 (1958); Joseph, Income Tax Treaties, 
N.Y.U. 121TH Inst. on Fep. Tax. 787 (1954). 
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tion. This is true whether the goods are manufactured or processed abroad 
or purchased from the parent or elsewhere in the United States and resold 
abroad. 


A ForeEIGn SUBSIDIARY 


Foreign corporations under sections 881 and 882 of the Internal Revenue 
Code are not subject to tax on income from foreign sources. This rule is 
applied regardless of whether the stock of the foreign corporation is bene- 
ficially owned by United States nationals or United States corporations or 
by aliens or foreign corporations. Though in economic effect such a rule 
results in rather formalistic distinctions when applied to the foreign source 
of income of a foreign subsidiary of a United States corporation as com- 
pared to the foreign source income of a United States corporation, this 
result apparently did not follow from any studied attempt to use the tax 
laws to achieve a particular non-tax objective but seems to have become em- 
bedded in our tax law as the natural consequence of our domestic corporate 
and tax law concept that the corporation (with certain well-defined excep- 
tions) is a separate legal entity. 

By so organizing its operations an American concern doing business 
abroad can effectively insulate its income from foreign sources from United 
States income tax except to the extent the profits are returned to the do- 
mestic parent, either currently by way of dividends, interest, royalties, and 
the like, or upon a liquidation of the foreign corporation or a disposition of 
its stock. If the foreign corporation is a relatively permanent and expand- 
ing business, the foreign source income after taxes imposed by the source 
country may be plowed back into expanding the foreign business over many 
years without the imposition of United States taxes. If the applicable foreign 
tax rate is materially lower than the United States rate this places the success- 
ful foreign subsidiary operation at a distinct advantage over the domestic 
corporation operating abroad through a foreign branch. In addition, a 
domestic corporation owning 10 per cent or more of the voting stock of a 
foreign corporation from which it receives dividends in any taxable year 
is deemed to have paid the same proportion of any income taxes, war profits 
taxes, or excess profits taxes paid by such foreign corporation to any foreign 
country or to any possession of the United States, on or with respect to 
the foreign corporation’s accumulated profits from which such dividends are 
paid, which the amount of the dividends bears to the amount of such ac- 
cumulated profits.? In addition, if such foreign corporation owns 50 per 
cent or more of the voting stock of another foreign corporation from which 
it receives dividends during any taxable year, it is deemed to have paid a 
similar portion of any such taxes paid by such second foreign corporation.® 


TInt. Rev. Cope or 1954, § 902(a). 
8 Id. § 902(b). 
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No 85 per cent dividends-received credit is, however, allowed as to dividends 
received from foreign corporations except:to a limited extent where the 
foreign corporation is engaged in business in the United States and receives 
50 per cent or more of its gross income from United States sources.® As a 
practical matter, the effect of the foreign tax credit provisions of section 902 
is in many cases to reduce the over-all effective income tax rate on income 
derived from foreign subsidiary operations to less than the United States 
rate applicable to similar operations conducted directly by a domestic 
corporation. As noted above, the foreign subsidiary is not subject to United 
States income taxes on its foreign source income. Accordingly, no United 
States tax is imposed on income of a foreign subsidiary until it is trans- 
ferred to its United States parent. If the effective tax rate in the country 
where the foreign subsidiary operates is, for example, 45 per cent, if all of 
the taxable income of the subsidiary remaining after foreign income taxes 
is distributed to the United States corporation as dividends, and if the 
effective United States rate on the domestic corporation is 52 per cent, the 
over-all effective rate of both foreign and United States income taxes will 
be only 48.85 per cent. The minimum possible over-all effective rate, 45.24 
per cent, obtains where the effective United States rate is 52 per cent, and 
the foreign rate is 26 per cent. The over-all rate will be less than 52 per 
cent where the foreign country’s rate is above 0 and less than 52 per cent. 
This result obtains because of a peculiarity in the mathematical computa- 
tion involved in determining the amount of foreign taxes paid by the foreign 
subsidiary allowed as a credit. In effect, it permits the domestic parent in 
determining its United States tax on the foreign source income both to de- 
duct the foreign income taxes (because to the extent paid as income taxes 
to the foreign country the taxable income of the foreign subsidiary is never 
included in the taxable income of the domestic parent) and, in addition, to 
credit against its United States tax that portion of the foreign taxes attribut- 
able to the foreign subsidiary’s after-tax income paid over in dividends. This 
result evidently was not intended. It obviously encourages doing business 
abroad through the foreign subsidiary device rather than directly by a 
United States corporation. 

A further problem involved in this area of deferral of United States 
income taxes on income from foreign sources arises from the fact that a 
United States tax will probably result if surplus funds available in one for- 
eign subsidiary are transferred direct to another foreign subsidiary in order 
to develop markets elsewhere. Section 367 of the Internal Revenue Code 
of 1954 found its way into our tax laws as section 112(k) of the Revenue 
Act of 1932. The legislative history of this provision indicates that its 
proponents were attempting to thereby prevent the avoidance of United 
States income taxes by schemes such as the transfer of assets to a foreign 


91d. §§ 243, 245. 
10S, Rep. No. 665, 72d Cong., Ist Sess. (1931), 1939-1 Cum. Buty. (pt. 2) 496, 515. 
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corporation by way of a tax-free exchange, the disposition of those assets 
abroad by the foreign corporation free of United States capital gains tax, 
followed by the incorporation of a domestic corporation to which would be 
transferred the proceeds of the sale by way of a tax-free merger or liquida- 
tion of the foreign corporation into the domestic parent. The actual scope 
of this section is, however, much broader. It provides that a foreign corpora- 
tion shall not be considered a corporation for purposes of section 332 (tax- 
free liquidation of an 80 per cent or more owned subsidiary), section 351 
(tax-free transfer of assets to a controlled corporation in exchange for its 
stock), section 355 (tax-free divisive reorganizations), or sections 354 and 
361 (mergers, transfers by a corporation of substantially all of its assets to 
another corporation in exchange for voting stock of the transferee, stock 
for stock exchanges, and the other forms of tax-free reorganizations, de- 
scribed in section 368(a)), unless before any such transaction is undertaken 
it has been established to the satisfaction of the Commissioner that the ex- 
change is not in pursuance of a plan having as one of its principal purposes 
the avoidance of federal income taxes.'! As a result of the tax consequences 
of section 367 and of the difficulties involved in satisfying the requirements 
of the tax-free exchange provisions generally, it has become common to 
organize foreign investment operations carried on in more than one foreign 
country through a base corporation organized in a foreign country which 
either has no income tax or exempts income from foreign sources. As a result 
we find a rash of foreign subsidiaries of domestic corporations organized in 
Liberia, Leichtenstein, and Panama, which in turn own the stock of several 
foreign operating corporations, The unneeded accumulated earnings of an 
operating subsidiary in one country may in this way be transferred to an 
operating subsidiary in another country, where the funds are needed to de- 
velop and expand available markets, without the imposition of United States 
tax.!? In addition, a domestic corporation engaging in business abroad through 
such a foreign-based holding company is able to make the most effective 
use of the credit allowed against its United States tax for the portion of 
foreign taxes paid by its foreign subsidiary’s operating subsidiaries applicable 
to their accumulated profits distributed to the United States parent by way 


11 This provision, incidentally, is particularly devastating because an adverse ruling 
by the Bureau does not appear to be subject to any judicial review as to whether or 
not the forbidden purpose in fact exists. The situation is aggravated by the attitude 
of the Bureau in giving the section a very broad interpretation. Any transaction in 
which accumulated profits of a foreign subsidiary, in the form of cash or property, are 
distributed to the domestic parent, even though immediately reinvested in another 
foreign corporation, or are moved from one corporation to another controlled by a 
domestic corporation, will in all probability be treated as a distribution essentially 
equivalent to a dividend to the domestic corporation as well as infected with the for- 
bidden tax avoidance purpose, so as to deny qualification under one of the tax-free 
exchange provisions, even though the taxpayer believes that, aside from § 367, it would 
be successful in contending that the transaction qualified as a tax-free exchange. 


12 Gibbons, Tax Effects of Basing International Business Abroad, 69 Harv. L. Rev. 
1206 (1956). 
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of dividends. In effect, it is permitted to average the foreign tax rates im- 
posed upon the several foreign operating subsidiaries by the source country 
by having the funds pass through the single foreign base subsidiary. For 
example, a domestic parent directly operating three separate foreign operat- 
ing subsidiaries, each having taxable net income in any year of $500,000, with 
corporation A taxed at 25 per cent, corporation B taxed at 50 per cent, and 
corporation C not taxed at all in the source country, where all after-tax 
income is withdrawn in dividends, would receive a credit of $218,750 against 
its United States tax on the dividends. The same operation handled through 
a foreign base corporation would result in a tax credit of $281,250. This 
result would obtain because the allowable credit is only for that portion of 
the foreign tax attributable to the foreign operating subsidiary’s after-tax 
income. In the case of corporation B subject to a 50 per cent rate abroad, 
only one-half of its foreign tax paid is available as a credit. In the case of 
corporation A subject to a 25 per cent rate, 75 per cent of its smaller foreign 
tax is available for credit. By averaging, the 0 rate applied to corporation C 
reduces the 50 per cent rate applied to corporation B to 25 per cent and, in 
effect, permits a credit for 75 per cent of foreign taxes paid by corporation 
B. This result, obviously, is fortuitous. If it is our announced policy to en- 
courage American foreign trade and private investment abroad, why should 
very real tax consequences turn on whether or not the foreign source income 
is returned to the domestic parent directly or through a foreign subsidiary 
holding corporation? If there is justification from a policy point of view 
for the deferral of United States income taxes on profits earned abroad until 
they are returned to the American investor and withdrawn from the foreign 
operations, why should a domestic corporation not receive such tax ad- 
vantages without being subjected to the expense and confusion of operating 
a foreign subsidiary base corporation in a so-called tax-haven country? 
Certainly the more complicated the operation becomes, the less likely it will 
be that the relatively smaller businesses will venture into the foreign field. 

A further possible tax advantage of doing business abroad through a 
foreign subsidiary can be procured through financing the foreign subsidiary 
in part through loans from the parent. Such a loan may be repaid tax free, 
whereas a partial liquidation would almost certainly be treated as a distribu- 
tion equivalent to a taxable dividend. In this way, some profits from the 
foreign operation can be withdrawn without United States tax. Caution 
should, however, be observed, to make certain that repayment of such a 
loan is not treated as a taxable dividend in the foreign country, for if that 
were the effect, a foreign tax might have to be paid with no credit allowed 
therefor under section 901. 


A Domestic SUBSIDIARY 


An alternative form of organization is the use of a domestic corporate 
subsidiary to carry on foreign operations. Unless such a corporation can 
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qualify as a Western Hemisphere Trade Corporation or a corporation doing 
most of its business in the United States’ possessions, it is immediately taxable 
at the full United States rate on all its income from foreign operations, re- 
gardless of whether the income is derived from United States or foreign 
sources. In sum, such a domestic subsidiary is taxed exactly like its domestic 
parent would have been taxed on its foreign source income if it had con- 
ducted the operations itself. However, there is a substantial tax disadvantage 
because any dividends paid to the domestic parent will again be subjected 
to the United States tax at the ordinary rate applicable to the parent, less 
the 85 per cent dividend-received credit. If both corporations are in the 52 
per cent bracket, obviously this will result in an over-all tax rate in excess 
of 52 per cent. Any non-tax advantages involved in carrying on the foreign 
operation through a separate corporation can be achieved without loss of the 
advantages of tax deferral and an over-all lower rate by the use of a foreign 
subsidiary. A domestic subsidiary engaged in Western Hemisphere opera- 
tions, however, may qualify for certain tax advantages if it meets the re- 
quirements of section 921 of the Code or of section 931 with regard to 
corporations operating exclusively in United States possessions. 

Since 1921 there has been a special provision in our tax laws that cer- 
tain domestic corporations, which have derived 80 per cent or more of their 
gross income for the preceding three years (or for the life of the corporation 
if less than three years) from sources within a possession of the United 
States and have derived 50 per cent or more of their gross income during 
such period from the active conduct of a trade or business within a possession 
of the United States, are not subject to United States income tax on income 
from sources outside the United States until actually brought into the 
United States.18 Such possessions do not include the Virgin Islands and, in 
the case of citizens of the United States, Puerto Rico.!* Such corporations 
are not eligible for the foreign tax credit under section 901. 

A Western Hemisphere Trade Corporation is a domestic corporation, 
all of the business of which (except incidental purchases) is done in North, 
Central, or South America or in the West Indies. Ninety-five per cent of 
its gross income for a period of three years (or for the life of the corpora- 
tion if it has been in existence less than three years) must be derived from 
sources outside the United States and 90 per cent of its gross income for 
this period must be derived from the active conduct of a trade or business.1® 
Western Hemisphere Trade Corporations are taxed at a rate 14 percentage 
points less than domestic corporations generally. Though the original pro- 
ponents of this special legislation appear to have been domestic corporations 
actually manufacturing in Argentina and other South American countries,® 


18 Int. Rev. Cope or 1954, § 931. 

141d. § 931(c). 

15 Td. §§ 921, 922. 

16S, Rep. No. 1631, 77th Cong., 2d Sess. 32 (1942). 
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since then this special provision has largely been availed of by those engaged 
in exporting. The reason for this development is that although the 38 per 
cent rate is somewhat lower than the usual total effective rate on income 
earned abroad by a foreign subsidiary and returned to the domestic parent 
by way of dividends, nevertheless, the 38 per cent tax is immediate. In 
addition, when the intercorporate dividend tax of 7.8 per cent is applied 
to after-tax profits of the subsidiary paid over as dividends to the parent, 
the effective rate increases to 42.8 per cent. Filing consolidated returns 
can keep the rate at 38 per cent on the Western Hemisphere Trade Corpora- 
tion income paid over in dividends and otherwise taxed at the higher rate, 
but only at the cost of a 2 per cent penalty tax on the domestic parent’s 
other income. 

Another problem that should be noted is that the 38 per cent rate is 
meaningful only if the foreign income tax rate to which the Western Hemis- 
phere Trade Corporation is subject is less than that percentage. It in effect 
pays whichever rate is higher.17 In fact, if the foreign rate exceeds about 
48 per cent, the Western Hemisphere Trade Corporation will be less ad- 
vantageous than exporting direct through the domestic parent. 


SouRCE OF INCOME 


Thus far we have discussed some of the tax advantages and problems 
in connection with the organizational structure of foreign operations. There 
are, however, many serious tax problems involved in foreign trade and in- 
vestment which are common to several of the organizational structures dis- 
cussed above. If the foreign operation is to receive the desired tax conse- 
quences which we have noted follow from one or the other of these struc- 
tures, it is most important to conduct the actual operation so that these 
tax advantages will not be lost. One of these problems which is at the heart 
of much of the recent controversy in this field relates to what amount of 
foreign activity in connection with a foreign trade operation is necessary 
to insure that the income will be treated as arising from sources outside the 
United States. 

The question, so far as it applies to Western Hemisphere Trade Corpor- 
ations, is to determine whether 95 per cent of its income arises from sources 
outside the United States. A similar problem arises with regard to domestic 
corporations doing business in United States possessions such as Puerto 
Rico. 

Section 861(a)(6) of the 1954 Internal Revenue Code provides that 
gains, profits, and income derived from the purchase of personal property 
without the United States and its sale within the United States are income 
from sources within the United States. On the other hand, section 862 (a) (6) 


17See discussion above re the foreign tax credit under §§ 901 and 904 of the In- 
ternal Revenue Code. 
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provides that gains, profits, and income derived from the purchase of per- 
sonal property within and its sale without the United States is income from 
sources without the United States. 

The difficult question is, where does the sale occur? The Treasury, 
although purporting to accept the rule that the sale occurs where title 
passes, is currently examining with a jaundiced eye operations which fall 
short of full Stage 3 characteristics in any major respect.!® On the other 
hand, the courts of appeals to date have, with an occasional caveat, en- 
dorsed the passage of title test as derived from the domestic law of sales.1® 

The Treasury’s disquiet apparently arises from the fact that basic to 
the law of sales is the doctrine that title passes when the buyer and seller 
intend that it shall pass. This recognizes the inescapable fact that the parties 
are bargaining primarily about a transfer of title, both legal and equitable, 
and secondarily about a transfer of possession. However, since the parties 
may adjust the time and place of title transfer as they desire and tax con- 
siderations may affect their desires, the Treasury cannot reconcile itself to 
the full consequences of the test. 

Although the Commissioner followed the passage of title test until 
about 1930,2° beginning in that year and continuing until 1947 he insisted 
on applying the rule that the place where the contract of sale is signed 
determined the place of sale. However, in 1947 the Treasury reversed its 
stand with the issuance of G.C.M. 25131,?! which although adopting the 
passage of title test generally, announced that the rule would not be applied 
where the transaction was arranged in a particular manner for the primary 
purpose of tax avoidance. The regulations finally adopted in December 
1957 under the Internal Revenue Code of 1954 adopt substantially the posi- 
tion taken in G.C.M. 25131. Section 1.861-7 of the regulations provides 
that income derived from the purchase and sale of personal property shall 
be treated as derived entirely from the country in which the property is 
sold. The regulation goes on to state in paragraph (c) as follows: 


“For the purposes of Sections 861 and 864, inclusive, and the Regula- 
tions thereunder, a sale of personal property is consummated at the 
time when, and the place where, the rights, title, and interests of the 
seller in the property are transferred to the buyer. Where bare legal 
title is retained by the seller, the sale shall be deemed to have occurred 


18TR Circular No. 56-27, issued by the Commissioner of Internal Revenue, March 
26, 1956. 

19 American Food Products Corp., 28 T.C. 14 (1957) (see cases cited at p. 18); 
United States v. Balanovski, 236 F.2d 298 (2d Cir. 1956), cert. denied, 352 U.S. 968, 77 
Sup. Ct. 357 (1957) (see cases cited at p. 305). 

20 G.C.M. 8594, IX-2 Cum. Butv. 354 (1930), revoking G.C.M. 2467, VII-2 Cum. 
Bu tL. 188 (1928); see also I.T. 2549, IX-2 Cum. But. 360 (1930), revoking or modifying 
O.D. 1100, 3 Cum. Buty. 118 (1921), LT. 1569, II-1 Cum. BuLi. 126 (1923), and LT. 
2068, III-2 Cum. Buy. 164 (1924), in so far as inconsistent with G.C.M. 8594. 

21 1947-2 Cum. BULL. 85. 
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at the time and place of passage to the buyer of beneficial ownership 
and the risk of loss. However, in any case in which the sales trans- 
action is arranged in a particular manner for the primary purpose of 
tax avoidance, the foregoing rules will not be applied. In such cases, 
all factors of the transaction, such as negotiations, the execution of the 
agreement, the location of the property, and the place of payment, will 
be considered, and the sale will be treated as having been consummated 
at the place where the substance of the sale occurred.” 


The Treasury’s continuing inability to support wholeheartedly the in- 
tent of the parties or passage of title test is made clear in this paragraph. It 
is further evidenced by the issuance by the Commissioner on March 26, 1956, 
of IR Circular No. 56-27, which is reported to have directed all field offices 
to disregard the passage of title test and apply the substance of the sale ex- 
ception whenever a company has no employees, no registered offices, and 
no stocks of goods outside the United States. In other words, under such 
circumstances the Commissioner presumes that the primary purpose was tax 
avoidance. 

As of December 1958 the Commissioner had not received any support 
from the Tax Court or the courts of appeals for his position. However, as 
of that time several cases were rapidly approaching the stage where they 
would be submitted to the Tax Court for decision. Thus, the law with re- 
gard to source of income may be clarified substantially within the next year 
or two. 

In the cases to date, however, the courts have unanimously applied the 
passage of title test.22 In doing so they have looked primarily not to tax law 
but to the law of sales. Under the Uniform Sales Acct, title, i.e., risk of loss 
and beneficial ownership, is transferred when and where the parties intend 
that it shall be transferred.28 The best evidence of their mutual intention is 
what they have expressly agreed upon in the sales contract. 

Many of the cases, perhaps most of them, arise because there is no 
clearly expressed intention in the sales agreement. Whenever this is true, 
the courts look to all the circumstances of the transaction to determine not 
where the substance of the sale occurred but where and when the parties 
intended that title should pass. Over the years, certain legal presumptions 
as to the intention of the parties have been developed and are now in- 
corporated in the Uniform Sales Act.”* 

In part, the problem has been whether the Commissioner would apply 
these presumptions rather than the clearly expressed intent of the parties 
in the sales contract. In other words, might he argue that the intention ex- 


22 See note 19 supra. 
23 Unirorm Sates Act § 18; Itz. Rev. Stat. c. 121-%, § 18 (1957); 2 Wruston, 
Sates §§ 261, 262 (1948). 
24 Unirorm Sates Act §§ 19, 20; Inu. Rev. Stat. c. 121-%, §§ 19, 20 (1957). 
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pressed in the contract was fictitious if all of the other actions of the parties 
would give rise to contrary presumptions of intent? Tax counsel have 
always had a suspicion that he would. They have therefore advised that, so 
far as possible, the transactions give rise to presumptions consistent with 
the intent expressed in the contract. 

Let us be specific. With regard to sales which are f.o.b. or f.a.s. vessel 
or port of shipment, or c.i.f., the presumption is that risk of loss and bene- 
ficial ownership pass to the buyer at some time prior to the vessel’s leaving 
the harbor.?5 The exact moment varies depending upon the terms used. It 
is presumed that that is what is intended by the parties. The basic issue, 
however, is still what is the intent. Furthermore, it is usually presumed that 
when a shipper takes a bill of lading in which the goods are consigned to 
his order, he intends to retain title to the goods, including risk of loss 
and beneficial ownership, unless the circumstances are such that title would 
normally presumptively pass to the buyer.” Then it is presumed that the 
seller retained a security title only.?”7 In either case, the endorsement and 
delivery of the shipper’s order bill of lading simultaneously with payment 
to the shipper in full is normally presumed to show an intention to pass 
whatever title the seller may have, whether it be full title or a security title.?8 

Time and place of payment under the law of sales do not alone give 
rise to presumptions of any particular intent. Goods may be paid for long 
before they are manufactured. On the other hand, in open account trading 
they may be paid for long after title and possession have passed to the buyer. 

However, where a draft is drawn on the buyer and attached to a bill of 
lading, it is normally presumed that the shipper intends to make the passage 
of title conditional upon either the payment or acceptance of the draft.?® 

Furthermore, where a transaction is made on terms f.o.b. port of 
destination or buyer’s warehouse, it is presumed that the parties intend that 
title is to pass at the time and place of delivery.*® 

The Revised American Foreign Trade Definitions adopted July 30, 
1941, by a joint committee representing the Chamber of Commerce of the 
United States, the National Council of American Importers, Inc., and the 


25 Untrorm Sares Act § 19, rules 4, §; Inv. Rev. Stat. c. 121-%, § 19, rules 4, § 
(1957); 2 Wiiutston, SALEs §§ 280, 280a-280h (1948). 

26 UntrorM Sates Act § 20(2); Inv. Rev. Srat. c. 121-%, § 20(2) (1957); 2 
WILLIsToN, SALEs § 283 (1948). 

27 Unirorm Sates Act § 20(2); Inu. Rev. Srat. c. 121-%, $ 20(2) (1957); 2 
WILLIsTON, SALEs § 284 (1948). 

28 Unirorm Sates Act § 20; Iuz. Rev. Srat. c. 121-%, § 20 (1957). 

29 UnirorM Sates Act § 20; Inu. Rev. Strat. c. 121-%, § 20 (1957); 2 Wituston, 
Sates § 289 (1948). 

80 Unirorm Sates Act § 19, rule 5; Inx. Rev. Srat. c. 121-%, § 19, rule § (1957); 
2 Wiuiston, SAEs § 280b (1948). 
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National Foreign Trade Council, Inc., have been widely adopted and used.*1 
They include relatively full and clear descriptions of the intention of the 
parties upon the use of various common abbreviations. For example, where 
the terms are f.o.b. vessel at a named port of shipment, it clearly provides 
that the risk of loss shall pass from seller to buyer when the goods are placed 
on board the vessel. Where the terms are f.o.b. buyer’s warehouse in the 
country of importation, risk of loss remains on the seller until arrival at the 
warehouse. Similar definitions are given of such terms as f.a.s., C & F, and 
c.i.f., as well as others less frequently used. For example, it provides that 
where the term “c.i.f. (named port of importation)” is used, the risk of loss 
passes from seller to buyer when the goods are delivered to the carrier or 
placed on board, depending upon whether a received-for-shipment bill of 
lading is called for or an on-board bill of lading is required. 

However, it should be noted that in none of these definitions is any 
express reference made as to when beneficial ownership or title passes from 
seller to buyer. 

Whenever it is desired to use these shorthand expressions, it is most 
desirable that the contract provide that the Revised American Foreign Trade 
Definitions are intended. At the same time a copy of the definitions should 
be supplied to the foreign buyer. These at least make clear the point at 
which the risk of loss is to be transferred from seller to buyer. It should be 
noted that the term f.o.b. port of importation or f.o.b. buyer’s warehouse or 
other inland port in the country of importation are the only terms which 
provide for a passage of risk of loss outside of the United States. Another 
term which also permits this is the term “Ex Dock (named port of importa- 
tion).” However, this term is almost never used in the export trade and 
its use therein is not recommended by the joint committee. 

Thus, the best practice to follow in exporting goods where it is im- 
portant that the source be outside the United States is as follows: 


(1) Express clearly in the contract of sale that title, risk of loss, and 
beneficial ownership are to remain in the seller until the goods reach the 
country of importation. 

(2) Where shorthand expressions are used, limit them to f.o.b. some 
point in the country of importation.®? 

(3) Forward the draft, bill of lading, and other documents to an agent 
of the seller in the foreign country for endorsement and delivery to the 
buyer upon acceptance or payment. 


81 Copies are available from the sponsoring organizations. They also have been 
widely reprinted. See, for example, Murr, Export/ImMport TRAFFIC—MANAGEMENT AND 
ForRWARDING 321-26 (1957); 2 Wituiston, Sates §§ 125-43 (1948). 

82 Where industry custom requires prices to be quoted in conflicting terms, e.g., 
c.i.f., the contract and quotation materials should clearly state that this is a “pricing 
term” only. 
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Under such circumstances, regardless of whether the seller maintains 
employees and offices abroad, it should be clear that title will pass in the 
foreign country. No problem under the law of sales should arise. It is 
probable also that the Tax Court and the courts of appeals would find that 
the source of income was outside the United States for income tax pur- 
poses. However, if the shipper had no employees, offices, or stocks of goods 
abroad, the Internal Revenue Service would apparently attempt to determine 
where the “substance of the sale” occurred, in which case it would examine 
the negotiations, the execution of the agreement, the location of the property, 
and the place of payment. Under the circumstances suggested above, place 
of payment would be in the foreign country and title documents would be 
endorsed and delivered there. However, in many cases the negotiations 
would be carried on by mail and the contract would probably be accepted 
in the United States. There are no guides in the Internal Revenue Code, the 
Regulations, statements of Treasury officials, or court decisions which make 
it possible to predict what the Treasury would do under the supposed cir- 
cumstances. It seems only possible to predict that in all probability if the 
Treasury chose to treat the sale as having occurred in the United States, the 
courts would overrule it. 

In a recent Office Memorandum,®* Assistant Commissioner Swartz dis- 
cussed in some detail the effect of the place of payment. An opinion had 
been requested of him as to whether the place of payment would be ma- 
terial provided that title, meaning particularly risk of loss and beneficial 
ownership, passed in the foreign country. In the memorandum of advice 
Assistant Commissioner Swartz stated that: 


“(Gl]enerally the sale occurs and the income is realized where the 
property in the goods passes. That point in turn is determined under 
the law of sales. The Service has adopted the position that the question 
of where sales take place in a particular case can be ascertained only 
after an analysis of all the facts and circumstances involved.” 


He went on further to state that, “[T]he position of the Service may be 
said to be, generally, that the place of payment is not determinative of 
the place of sale,” and further, “[T]he mere fact that payment is made in 
the United States will not cause the sale to be considered made within the 
United States or the income to be income from United States sources,” and 
finally, “A corporation otherwise qualifying as a Western Hemisphere trade 
corporation will not be disqualified as such solely because the products it 
sells are paid for in the United States.” 


In spite of this reassuring language, however, Mr. Swartz could not 
conclude without a strong note of warning in the following terms: 


83 Office memorandum from Mr. Harold T. Swartz, Assistant Commissioner (Tech- 
nical), to Mr. Dan Throop Smith, Deputy to the Secretary of the Treasury, Oct. 8, 1958, 
in P-H Fep. Taxes, Income Taxes—Current Decisions, 4 54672. 
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“It should be emphasized that what has been said here is concerned 
with place of payment rather than time of payment. Under certain 
circumstances, time of payment could, of course, be highly relevant 
to a determination of when the property and the goods passes and, 
hence, relevant to where the sale occurred.” 


Since the question which was asked assumed that the shipper retained 
title in and risk of loss to the goods until delivery to the customer in the 
foreign country, it is difficult to understand why the last paragraph should 
have been necessary. It seems to say under the circumstances that even 
though title would pass in the foreign country, if payment is made in the 
United States prior thereto, the sale will be treated as having been made in 
the United States. Whatever the intent or purpose of the statement may be, 
it continues to indicate the fact that the Treasury is not satisfied with the 
straight application of the law of sales to these transactions. It should be 
noted that its opinion above includes the word “generally” in two strategic 
places. 

However, it seems clear that if time of payment is deferred until the 
goods are out of the country and the documents themselves have arrived 
in the foreign country, the fact that the place of payment is in the United 
States will not be significant. In fact, this has been the general position of 
many major banks for a considerable period of time. The practice which 
they have recommended, for example, in connection with letters of credit, 
is to forward the drafts and documents unendorsed to the out-of-country 
bank which has opened the letter of credit. The initial duty then of the 
confirming American bank is to examine the documents to make sure that 
they comply with the letter of credit except for the lack of the necessary 
endorsement. When these documents are received in the foreign country by 
the opening bank, they may then be endorsed by the bank itself as agent 
for the shipper or by any other agent designated by the shipper. By this 
time the goods will have left the United States and may have arrived in the 
foreign port. In any event, upon notification to the American bank from 
the opening bank that the documents have arrived and been properly en- 
dorsed, the American bank can then make payment to the shipper. It seems 
probable that, if (a) the documents are properly drawn, (b) the contract 
clearly expresses the intention of the parties that risk of loss and beneficial 
ownership shall remain in the seller until the goods arrive in the foreign port, 
and (c) the documents are endorsed in the foreign country after the goods 
have left the United States, there should be no problem taxwise with re- 
gard to a letter of credit transaction, even though payment is made thereafter 
in dollars in the United States. The Office Memorandum of Assistant Com- 
missioner Swartz seems to confirm this. 

Some tax counsellors have felt it necessary to sound a warning at this 
point, emphasizing that an “Office Memorandum” is not a formal “ruling.” 
In addition, it should be noted that field agents of the Internal Revenue Serv- 
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ice may still raise questions if the overseas activities called for by IR Circular 
. No. 56-27 are missing. However, there seems no justification for any such 
attack or question by the agent under the circumstances. 

However, one of the considerations which might incline the Treasury 
to examine such transactions closely is that where a letter of credit is used 
in the manner suggested above, the seller has eliminated the foreign exchange 
and credit risks. Under the circumstances, the only risk he has run in addi- 
tion to that normal to domestic trade is the danger of damage to the goods 
in transit. This risk can be covered by marine insurance with the cost 
normally being passed on to the buyer together with the freight costs, either 
in the price or by separate invoice. It may be argued that at this point the 
operation more closely parallels domestic activity and hence, as a matter of 
tax policy, the seller should be treated in the same fashion as a company 
with purely domestic income. Be that as it may, the Internal Revenue 
Code itself and the decisions of the courts have made it clear that the pas- 
sage of title test is the proper one to apply. 

Considerable attention has been given to the question of substituting 
some other test for that of passage of title. Professors Stanley E. Surrey and 
William C. Warren carefully reviewed for the American Law Institute the 
title passage test and its difficulties as well as the possible alternatives. They 
concluded that the test should be retained.*4 

The Second Circuit Court of Appeals in its opinion in Balanovski v. 
United States ** stated as follows: 


“Although the ‘passage of title’ rule may be subject to criticism on 
the grounds that it may impose inequitable tax burdens upon taxpayers 
engaged in substantially similar transactions, such as upon exporters 
whose customers require that property in the goods pass in the United 
States . . . no suitable substitute test providing an adequate degree of 
certainty for taxpayers has been proposed. Vague ‘contacts’ or ‘sub- 
stance of the transaction’ criteria would make it more difficult for 
corporations engaged in Western Hemisphere trade to plan their opera- 
tions so as to receive the special deduction granted them if they derive 
at least 95 per cent of their income from sources outside the United 
States... .” 


Under the circumstances, it is safe to say that the passage of title test 
will continue to be the general rule until Congress directs otherwise. 


CoNCLUSION 


The decision to enter the foreign trade field is, of course, fundamentally 
not a tax problem. Considerations such as the population of the particular 
foreign country, the buying power, culture, and patterns of consumption 


%4 Surrey and Warren, The Income Tax Project of the American Law Institute, 66 
Harv. L. Rev. 1161, 1196-98 (1953). 
85 236 F.2d 298 (2d Cir. 1956), cert. denied, 352 U.S. 968, 77 Sup. Ct. 357 (1957). 
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of its people, the availability of sources of supply, transportation, and power 
are basic. The political climate and stability in the country in question, 
with its effects on possible seizure of the investment by the government, 
revolution, or civil war, may also be determinative factors. The regulations 
and restrictions placed by foreign countries on the withdrawal of capital, 
and in some cases even profits, are probably of more importance in dis- 
couraging American private investment abroad and foreign trade generally 
than United States tax policy.*? 

Even in the income tax area the problems cannot be adequately compre- 
hended by considering only United States income taxes. A full study must 
be made of the applicable foreign tax structure which then must be meshed 
with the United States tax laws if the arrangements, both in organization 
and operations, are to be utilized which will result in an over-all minimiza- 
tion of taxes. An example of these problems involved in the interrelationship 
of foreign and domestic tax laws is the effect on the available foreign tax 
credit where a foreign subsidiary earns large amounts of income which are 
non-taxable abroad but which constitute earnings and profits under United 
States tax rules. Section 902 provides that in determining what accumulated 
profits of the foreign subsidiary are distributed as dividends, the most recent 
earnings are deemed to have been distributed first. If the foreign subsidiary 
sells capital assets for a sizable capital gain in a foreign country which does 
not tax capital gains and in the same year distributes a dividend, the foreign 
tax credit under section 902 may well be materially less than if the dividend 
were paid in one year and the sales were made in a following year when no 
dividend is planned. This is, of course, just one among countless examples. 
Differing concepts of the jurisdictional basis for taxing earnings and profits, 
dividends, and the like constantly arise. Finally it should not be forgotten 
that United States taxes are payable in United States dollars whereas foreign 
source income may be earned in Canadian dollars, British pounds, or Mexican 
pesos. 

Although at least one extensive study * has demonstrated that United 
States taxes do not have a large effect, pro or con, on the decision of an 
American concern to do business abroad, these taxes do have a substantial 
effect on the form in which that business is done. Until such time as 
Congress adopts a tax program for income earned abroad containing tax 
incentives by means of a lower rate, deferral of United States tax or other- 
wise, based upon tests of substance such as the extent and type of actual 
foreign activity and taking into account the risks borne and the effects on 


86 See Kelso, Check List of Legal Problems in Considering Foreign Investment, 
infra p. 416. 

87Kramer, Tax Problems Arising From Foreign Exchange Restrictions, N.Y.U. 
12TH INsT. ON Fep. Tax. 849 (1954). 
88 BarLOw AND WENDER, FOREIGN INVESTMENT AND TAXATION 215 (1955). 
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the economic development of the capital importing areas of the free world, 
it is not only necessary but proper for the domestic concern venturing into 
or expanding its operations in the export and foreign trade fields to tailor 
its operations carefully to take full advantage of presently available op- 
portunities to minimize combined United States and foreign taxes on such 
operations.®® 


39 After the preparation of the text of this article Representative Boggs of Louisiana, 
on January 7, 1959, introduced H.R. 5, which has been referred to the Committee on 
Ways and Means. The bill, called the “Foreign Investment Incentive Act of 1959,” 
provides a new category of corporations for income tax purposes—“foreign business 
corporations.” Such a corporation is defined generally as a United States corporation 
which for the taxable year (1) derives 90% or more of its gross income, if any, from 
sources outside the United States, and (2) derives 90% or more of its gross income, if 
any, from the active conduct of a trade or business and has elected to be so treated. 
Dividends and other income from foreign or domestic subsidiaries which meet the above 
requirements are treated as received from the active conduct of a trade or business. 
Such foreign business corporations would be subject to U.S. tax on their income from 
U.S. sources only, plus the amount of any “distribution” out of “reinvested foreign 
business income” not to exceed the corporation’s post-1958 earnings and profits. The 
result of these provisions is to tax such corporations in approximately the same manner 
as foreign corporations and foreign-based subsidiary operations are taxed today. In 
addition, the domestic parent of such a corporation would be entitled to a 100% divi- 
dends-received credit. Section 367 would be amended to permit tax-free transfers of 
“foreign business property” in exchange for stock or securities of a foreign corporation. 
Such property is, generally speaking, property devoted to a trade or business at least 
90% or more of the gross income of which is derived from foreign sources, but in- 
cludes stock of a corporation (directly or through a subsidiary) engaged in the active 
conduct of such trade or business. Further, the advantages of Western Hemisphere 
Trade Corporations are extended to “International Trade Corporations,” which are de- 
fined as corporations deriving 90% or more of their gross income from sources outside 
the United States for the preceding three-year period (or for such shorter period, as 
the corporation is in existence, or as follows December 31, 1958), and 90% or more of 
their gross income from the active conduct of a trade or business for a similar period. 
The active conduct of a trade or business is again given a broad definition to include 
such operations through a corporation, at least 10% of the voting stock of which is 
owned by the recipient, if such other corporation itself meets the above requirements. 
In general, the bill seems well conceived. Insofar as the bill attempts to eliminate 
many of the meaningless technical distinctions in the present law, it would appear to 
merit the support of all those interested in an expansion of trade and investment abroad. 











Would foreign trade tax incentives “pay” for themselves? 


“Those responsible for the formulation of tax policy must 
... address themselves to a proposal, not as an isolated issue, 
but in the context of a broad range of policies that includes 
in addition to foreign economic objectives, such matters as 
equity between foreign income recipients and domestic in- 
come recipients and the relative merit of competing claims 
for tax reduction.” 


SOME ASPECTS OF UNITED STATES 
POLICY IN THE TAXATION OF 
FOREIGN INCOME 


BY NATHAN N. GORDON * 


IN RECENT YEARS there has been a widespread and growing interest in 
the tax treatment of income derived by United States firms from inter- 
national trade and investment. This has doubtless been a reflection both of 
the growth in such business activity and of the heavy impact of the tax 
system generally. The opening of the St. Lawrence Seaway, exposing many 
new areas to direct contact with international markets and foreign invest- 
ments, and the likelihood that current budgetary levels will be maintained, 
suggest that so far as these factors are concerned there will not be any 
slackening of interest in the tax treatment of income derived from foreign 
trade and investment. 

The tax system may have a direct, immediate effect on international 
trade and investment, as in those cases where a preferential tax rate is 
applied to the income generated by such activity when conducted under 
specified conditions prescribed in the internal revenue law.? It may also 


* NATHAN N. GORDON. Chief, International Tax Staff, Office of the 
Secretary of the Treasury. The views expressed in this article do not 
necessarily reflect those of the Treasury Department. 


1JIn the State of the Union Message, January 9, 1959, the President indicated that 
expenditures for such major components of the budget as the armed forces, atomic 
energy, and military assistance are not likely to be lowered in the foreseeable future 
and that other governmental costs are bound to mount. 


2 Int. Rev. Cope or 1954, §§ 921-41. 
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have an indirect effect in the sense that, by influencing the current flow of 
international private investment and international trade, the tax treatment 
of foreign income will have an impact on the volume and direction of such 
trade and investment in later years. Private investment abroad tends to take 
the form of increased exports of domestically produced machinery, equip- 
ment, supplies, stock-in-trade, and the like. But once such investment is made 
by American firms abroad, it is likely to mean, because of the natural ties 
among firms of the same country, that other products which are unavailable 
in the country where the investment is made will also be obtained in the 
United States, Still another way in which the tax system may shape inter- 
national trade and investment abroad is through its impact on the willing- 
ness of United States citizens to take jobs in foreign countries, who in turn 
may influence the volume and direction of international trade and invest- 
ment.® 


Tue PutLtosopuy or Tax NEUTRALITY 


To the extent that there exists a basic, underlying philosophy behind 
the present tax treatment of foreign investment, it can probably best be 
described as one of tax neutrality. On the whole, the present provisions 
were constructed with the objective in mind that business firms and in- 
vestors should make their decisions on the basis of the free play of various 
market forces, in accordance with our traditional and fundamental economic 
orientation. However, the transformation of this philosophy into practical 
terms has been accompanied by the adoption from time to time of pro- 
visions which depart from the principle, and give a boost to foreign, as 
compared with domestic, investment. Such provisions came into effect 
partly through inadvertence, and partly because conditions at a particular 
point in time seemed to require them. 

After the income tax was first enacted in 1913, income derived by a 
taxpayer from foreign sources was required to be reported to the same 
extent as income from any other source, and the taxes paid abroad on such 
income were treated like any other taxes. They were allowed as a deduction 
in computing taxable income. To finance the costs of World War I and the 
postwar reconstruction, income tax rates were increased substantially both 
in the United States and in the foreign countries that participated in the war 
and in which American capital was becoming increasingly more interested. 
If no change had been made in the United States method of taxing income 
derived abroad, the cumulative burden of foreign and domestic taxes on 
such income would in many cases have approached the income subject to 
tax, thus tipping the scales severely against foreign investment. It was dur- 
ing this period that the foreign tax credit was introduced. The effect of 
the foreign tax credit provision was to treat foreign income taxes as if they 
were taxes imposed by the United States, thus removing differences in in- 


8In this connection, see id. § 911. 
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come tax burdens as a significant factor in determining business decisions. 
Following this initial equalization step, various provisions were adopted 
from time to time which tended to depart from neutrality, and certain 
anomalies crept into the application of these provisions. The result is that 
foreign income today is treated more generously in many cases than is in- 
come from domestic sources. 


CRITERIA FOR TAX TREATMENT OF FoREIGN INCOME 


With the major exception of earnings from personal services, all in- 
come derived from foreign sources continues to be subject to United States 
tax when received by an American citizen or resident, or by an American 
corporation. Though the income is subject to tax, the amount of tax will 
vary, depending upon the circumstances. If the recipient is a domestic 
corporation deriving income through a branch establishment operated 
abroad, the full amount of the foreign income is reported currently and 
is subject to United States tax at the prevailing rates running up to 52 per 
cent. However, if the corporation operating the foreign branch is en- 
gaged in business almost wholly outside the United States but within the 
Western Hemisphere, the maximum rate of tax is 38 per cent instead of 
52 per cent. If the foreign business activity is conducted through a foreign 
subsidiary corporation, United States tax is imposed only on those profits 
earned by the corporation that are transmitted to the parent company in 
the form of dividends. The profits retained by the foreign subsidiary are 
free of United States tax, since the Internal Revenue Code does not apply 
to a foreign corporation except insofar as it may derive income from do- 
mestic sources. 

The form of organization and the situs of the business activity may not 
only determine the tax rate and the timing of the tax payment, but the base 
to which the tax applies. If the profits are derived by a branch, the United 
States tax is imposed on the profits earned abroad before the deduction of 
income taxes levied in the foreign country. However, if the profits are 
derived through a foreign subsidiary, the United States tax applies to profits 
after the deduction of foreign income taxes. This follows from the fact 
that foreign taxes cannot be distributed to the American parent as a dividend 
and hence do not fall within the scope of the United States tax. In both the 
branch and foreign subsidiary situation, the taxpayer is allowed a credit for 
foreign income tax, with the result that profits earned through a foreign 
subsidiary obtain the benefit of both a deduction of the foreign income tax 
and a credit for foreign income tax. 

Given such variation in the present tax treatment of foreign income, 
it is hardly surprising that proposals for modification in existing law should 
cover a wide range. They include such changes as the complete exemption 
of income derived abroad, partial exemption, a special tax on foreign income 
without any credit for foreign income taxes, and elimination of any tax 
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distinction between foreign and domestic income.* Other proposals for 
modification involve the timing of tax, according to whether profits derived 
abroad are retained in the country where earned or are brought out of the 
country either for use in other enterprises or distributed as profits. Changes 
in tax rates can be combined with changes in the timing of the tax, and the 
possibilities for change are numerous. No attempt is to be made here to 
analyze the various possible changes. Instead, attention is directed to some 
of the principal issues involved in making a decision with respect to changes 
that have been proposed in the taxation of foreign income. These issues 
involve the foreign economic objectives of the Government, equity among 
different taxpayers engaged in business abroad as well as between them and 
those engaged in business domestically, and tax administration. The last of 
these is significant because variations in tax liability create incentives for 
taxpayers artificially to arrange matters in such a way that their income will 
fall into those classes that receive preferential tax treatment. In dealing 
with some of these issues, attention is focused only upon one, but probably 
the most persistent, of the proposals for changing the present tax treatment 
of foreign income, namely, that foreign income should be completely exempt 
from United States tax. 


Witt Tax INCENTIVES INCREASE INVESTMENT ABROAD? 


There is, first, the argument that tax exemption of income derived 
abroad will promote private foreign investment which, it is generally agreed, 
is a basic objective of the foreign economic policy of the United States. 
That tax exemption would produce increased interest among businessmen 
in the possibilities of engaging in foreign business ventures is hardly to be 
doubted. The so-called “announcement effect” would be likely to have a 
dramatic impact initially. This conclusion derives support from the extent 
to which tax exemption has been emphasized by the Commonwealth of 
Puerto Rico in its campaign to attract new capital investment.5 In fact, 
however, the extent to which tax exemption can influence the net yield from 
foreign investment is considerably less in many cases than may seem at first 
blush. Nevertheless, assuming for the moment that exemption of foreign 
income from United States tax would increase the net yield from private 
investment abroad, one important question that néeds to be asked from the 
point of view of the Government is whether the amount of additional in- 


4 Private Foreign Investment, Hearings Before the Subcommittee on Foreign Trade 
Policy of the House Committee on Ways and Means, 85th Cong., 2d Sess. (1958); Joint 
Committee on the Economic Report, Federal Tax Policy for Economic Growth and 
Stability (papers submitted by panelists), 84th Cong., Ist sess. 703-62 (1955). 

5 Tax exemption is frequently considered responsible for the success of “Operation 
Bootstrap” and hence a blueprint for foreign countries seeking to promote economic 
development. What is sometimes overlooked, however, is that Puerto Rico has free 
access to the American market since it is inside the United States customs area, while 
foreign countries are outside it. 
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vestment that may reasonably be expected to be generated would compen- 
sate for the revenue loss that would be involved, on a dollars and cents basis. 

To arrive at the revenue loss, it is necessary first to define the foreign 
income that would receive the preferential tax treatment. If it were defined 
to include only income from direct investment abroad, the cost would be 
one figure.® If it were to include income from the furnishing of technical 
services abroad, the cost would be higher. And if income of this type were 
to be included, the question immediately arises whether royalty income 
should also be tax exempt. Further expansions of the income concept that 
may receive preferred tax treatment would include such items as interest 
received on loans to foreign borrowers, dividends from portfolio invest- 
ments, and profits from the conduct of export trade.” If all these elements 
of income were to be included in the definition of foreign income eligible 
for tax exemption, it would involve a much more substantial revenue loss 
than exemption of direct investment income alone. One team of investigators 
several years ago estimated that the revenue loss might be a billion dollars 
annually.® 

It would be hazardous to attempt to estimate the net new addition to 
private investment abroad that would be generated by tax exemption of this 
magnitude. It might reasonably be expected that the net new addition to 
foreign investment should at least equal the revenue loss, although many 
would consider such a dollar-for-dollar exchange to be a relatively poor 
bargain for the Government, considering alternative uses for the funds. 
However, it may be instructive to consider the implications of an additional 
annual growth of $1 billion in investment abroad in relation to recent 
changes in private direct foreign investment. At the end of 1957 the value 
of direct private investment abroad was approximately $25.3 billion, indi- 
cating an increase for the year of about $3 billion.® For the period since 
1950 the annual increase in direct investment averaged about $1.9 billion a 
year. A $1 billion net annual increment to direct investment abroad would 
not seem to be a very large addition to the current rate of such investment. 
It would mean an increase in the annual rate of new investment by one-third 
to one-half, which is within the range experienced in the past. 


6 Direct investment is generally considered to be investment that is subject to the 
continuing control of the investor and is to be distinguished from passive, portfolio 
investment. 

7H.R. 3805, 85th Cong., Ist Sess. (1958), provided that for purposes of the 
Western Hemisphere Trade Corporation provisions, the income from the manufacture 
and sale of goods in the United States which are destined for consumption abroad in 
the Western Hemisphere shall be considered income from sources outside the United 
States. 

8 Bartow & WENDER, ForEIGN INVESTMENT AND TAXATION 257 (1955). Federal taxes 
on income from direct investment abroad and from exports were estimated at $900 to 
$1,000 million. Other income elements would raise the lower limit to about $1 billion. 
This does not take into account later changes in the volume of trade and investment. 


®U.S. Dep’t of Commerce, Survey of Current Business, Sept. 1958, p. 18. 
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However, closer examination of the data suggests that to expect a net 
additional capital flow abroad of this magnitude to be induced by tax exemp- 
tion, is to expect a good deal. In the first place, part of the current annual 
increase in direct investment abroad represents the ploughed back profits 
of foreign subsidiaries. Tax exemption would have no incentive effect on 
this component of the annual increase in direct investment. Indeed, it might 
have a contrary effect. The present tax treatment of foreign subsidiary in- 
come tends to encourage reinvestment, since United States tax applies to 
such income only to the extent that it is remitted to the parent corporation 
in the form of dividends. A parent company is thus in the position of having 
to choose between using all the income of the foreign subsidiary (after for- 
eign tax) in the subsidiary’s operations abroad or using some lesser amount 
for domestic purposes. Tax exemption of repatriated earnings would remove 
this barrier to the homeward movement of profits. 

Thus, if the reinvested earnings of subsidiaries are taken out of account, 
the net capital outflow from the United States, which reached its peak in 
1957, amounted to about $2.1 billion. About $1.3 billion of this amount was 
in the petroleum industry. The petroleum industry is, of course, a great 
boon to economic development abroad, but to what extent may tax exemp- 
tion be expected to promote further investment in this industry? The taxes 
imposed by foreign countries on the oil industry are high, especially in rela- 
tion to the United States taxes applicable to the industry, and the credit 
against United States tax which is available for these taxes paid abroad makes 
it reasonably safe to assume that there is very little that can be done by way 
of United States tax modification which would appreciably influence the 
flow of capital into this industry. If investment in the oil industry abroad 
is deducted from the 1957 figure, the net capital outflow to all other in- 
dustries from the United States was about $740 million. This is the in- 
vestment figure that seems most relevant to the tax exemption issue. To 
compensate for a revenue loss of $1 billion on a dollar-for-dollar basis, the 
net capital ouflow to industries abroad (other than petroleum) would have 
to increase from $740 million to $1,740 million, that is, to nearly 24% times 
the current level.!° 

How soon may one expect a rise in private foreign investment of this 
magnitude to occur? How rapidly can foreign economies absorb an in- 
crease of this amount? There is no readily available answer to this question, 
but as one assesses the possibilities of tax exemption in bringing this about 
several important facts must be borne in mind: In many parts of the world 
where the potential for direct investment is high, either because the present 
level of economic development is relatively low and there is a vast unsatis- 
fied demand for goods and services, or for other reasons, existing foreign 


10 Substantially the same conclusion may be drawn from the data available for 
1956. U.S. Dep’t of Commerce, Survey of Current Business, Aug. 1957, p. 25. 
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rates of tax are now so high that United States tax exemption of foreign 
income would have little or no effect on the net yield after taxes from direct 
investment in those areas. This is notably true not only in Western Europe, 
but in such capital-hungry countries as Pakistan, India, and Ceylon.? Even 
in a number of Latin-American countries tax rates are high enough to absorb 
fully the credit that is now available against United States tax for income 
taxes imposed abroad. If these countries with high tax rates are excluded 
as being unlikely to be benefited by United States tax exemption of new in- 
vestment, it follows that the area that could be affected is restricted to 
countries which have hitherto been the recipients of relatively meager flows 
of capital. Perhaps they can absorb very substantial additional doses of 
capital for that very reason. But it would not be undue skepticism to enter- 
tain doubts that $1 billion would immediately, or in the foreseeable future, 
be added to the current rate of flow of private capital to these countries. 


OTHER ARGUMENTS FOR CHANGE 


Another ground on which tax exemption is commonly supported is that 
American business does not receive the benefit of government services, and 
is in other ways divorced from the domestic economy. Consequently, it is 
sometimes argued, income from foreign sources should not be expected to 
contribute to the general fund of the United States Government. This point 
of view tends to overlook the fact that the federal tax system, and particu- 
larly the federal income tax, is in large measure unrelated to the benefit 
theory of taxation. Nearly 80 per cent of budget receipts for the current 
fiscal year is derived from taxes on income. Clearly, then, no attempt is 
made to allocate the federal tax load on the basis of some measurable quid 
pro quo. But even if one were to adopt the view that the benefit theory 
should apply in federal taxation, it would seem clear that application of the 
theory would not justify exemption of foreign income from tax. By far 
the major part of the federal budget is spent in connection with national 
security, past or present. National defense and the maintenance of world 
peace is no less important to American investment abroad than it is to 
domestic investment, and any reasonable allocation of tax burdens on the 
basis of benefits would necessarily ascribe a part of that burden to foreign 
investment. 

Another argument often offered in support of tax exemption is that 
there are special risks attached to doing business in foreign countries. In 
addition to usual business risks, there are potential problems of inconverti- 
bility, expropriation, revolution, etc. However, the federal government 
is now operating an extensive investment guarantee program to provide 
insurance specifically against such risks, so that preferential tax treatment 


11 A number of countries have mitigated the impact of their high tax rates to some 
extent by granting partial tax exemption for limited periods to investments in certain 
industries. 
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to help offset such risks involves some element of duplication. Moreover, 
there are many countries where the risks in doing business are substantially 
no different from those in the United States. Finally, it should be noted 
that there are high-risk industries in the United States, and if taxes were 
to be adjusted according to the risk associated with an industry, it would 
not only involve an enormous administrative task but the operation of the 
market as an automatic mechanism for directing the nation’s economic ac- 
tivity would be defeated. Instead of capital, labor, and management flowing 
into those channels of industry where they are most needed, guided by 
variations in the rates of return in different types of activity, they would be 
directed by government, operating through the tax system. Just as the 
market mechanism plays its role in the domestic economy, so it would seem 
to have a proper place in the determination of the flow of capital as between 
domestic and foreign investment. 

Tax exemption of foreign income is also urged as a way of placing 
American business abroad in a more equitable competitive position. This 
is based on the view that in some countries where American business firms 
are operating, there may be enterprises of other countries which do not im- 
pose tax on income from foreign sources. Hence, the enterprises of such 
countries may be able to retain a larger proportion of their profits for rein- 
vestment than American companies and grow at a faster rate. In some in- 
stances this may indeed be the case. However, there is a wide range in the 
type of tax treatment accorded foreign income by other countries, just as 
there is under the United States law itself. If the United States tax on foreign 
income were modeled after the treatment accorded by one foreign country, 
the result would be one thing; if a different country were taken as the 
model, it would be quite another thing. Moreover, countries change their 
laws. For example, until 1957, the United States tax treatment of foreign 
income was on the whole more generous than the treatment accorded such 
income under British law. At present the situation appears to be somewhat 
more favorable under British law, since the British have made possible the 
establishment of Overseas Trade Corporations which may defer tax on in- 
come from foreign operations under certain circumstances.!? It should also 
be noted that the opportunity does exist under present law for an American 


12In this connection it is of interest that current tax proposals in the United States 
for a Foreign Business Corporation which would be permitted to transfer the profits 
of one foreign subsidiary to another without the imposition of United States tax is 
sometimes supported by reference to the British tax treatment of Overseas Trade 
Corporations. However, the Finencial Times of April 30, 1958 criticizes British law 
on this point in exactly the same way the existing United States law is criticized: “An 
Overseas Trade Corporation can now remit profits from one overseas branch and re- 
invest them, tax free, in another overseas branch, but this facility is not available when 
the company operates through locally controlled subsidiaries instead of branches. A 
United Kingdom company should be able to receive dividends and other income from a 
subsidiary in, say, Malaya, and reinvest these funds in, say, Trinidad without having to 
pay United Kingdom tax on them.” 
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enterprise to obtain the maximum rate of growth possible under the tax law 
of the country in which it operates by employing a foreign subsidiary for 
its operations in that country. Since the income of a foreign subsidiary is 
not subject to United States tax, all of its undistributed income is available 
for reinvestment. Finally, it may be noted that elements making for compe- 
titive inequality of American firms abroad may be offset by advantages that 
American industry may have over business firms of other countries. These 
advantages include, among others, access to the highly developed capital 
markets of the United States, to trained labor pools, skilled managerial talent, 
advanced industrial processes, and the like. 

Another argument advanced in support of exemption is that the existing 
United States tax treatment of foreign income constitutes an umbrella under 
which foreign countries may increase their taxes on American firms with 
little apparent impact on the immediate tax burden of these enterprises. 
That is to say, the tax credit acts in such a way as to encourage foreign 
countries to impose their taxes on United States firms at levels high enough 
to absorb the full amount of the credit allowable under United States law. 
Moreover, such absorption of the tax credit need not necessarily involve 
overtly discriminatory taxes against United States firms. Differential taxation 
of American firms may take more subtle forms—deductions may be dis- 
allowed in the course of examining a tax return, the amount of income 
allocated to the foreign country may be increased, or in countries where 
schedular or graduated rates are imposed, rates might be adjusted in such 
a way as to hit American enterprises primarily or exclusively. So long as 
the resultant tax liability falls within the amount of foreign tax credit 
allowable under United States law, an American taxpayer may not be in- 
clined to resist such increases in foreign taxes. (Of course, the failure to 
resist unjustified tax increases may sometimes backfire. The American 
revenue agent may not share the views of the tax authorities in the foreign 
country on the allocation of income and deductions, with the result that 
both countries may tax the same items of income without any tax credit.) 
But whatever the method employed abroad, the foreign taxes do seem to be 
creeping up toward the level of rates imposed in the United States. It is 
difficult to be sure that the tax credit mechanism is the principal villain in 
the piece, when such less developed countries as India and Pakistan, in which 
there is little investment from the United States sources, impose taxes sub- 
stantially in excess of the maximum credit allowed under United States law. 
Nevertheless, there is some substance to the view that the tax credit does 
tend toward an upward movement of foreign taxes on American firms. 

There is, finally, the view that the United States taxation of income from 
foreign sources represents an incursion into the right of other countries to 
use their tax system in a manner which, in their view, is best calculated 
to produce a maximum flow of investment. That is to say, under existing 
United States law, imposition of tax with a credit for foreign income taxes 
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paid, produces the result that an exemption from income tax granted a 
United States firm by a foreign government tends to increase the income 
tax imposed by the United States upon the profits of that firm. Present law, 
it is argued, in effect negates or nullifies foreign tax incentives. To the ex- 
tent that American firms operate abroad through branches of domestic com- 
panies, the existing federal income tax does indeed have this effect. However, 
American business interests in foreign countries are increasingly taking the 
form of foreign subsidiaries. This is sometimes necessitated by the laws of 
the foreign country. It is often occasioned by a desire to enlist the par- 
ticipation of local capital. Sometimes it is simply a matter of protective 
coloration. Where business is conducted abroad through a foreign corpora- 
tion, there is less validity to the argument that foreign tax incentives can- 
not be of benefit to American firms. For, to the extent that tax-exempt 
profits are retained in the enterprise, the effect of the tax incentive is en- 
joyed by the firm. In view of the tendency of American firms to build 
up foreign ventures through retained earnings, it cannot be said that foreign 
tax incentives are rendered completely nugatory. Nevertheless, there are 
many instances where that is the case, and efforts are being made through the 
tax treaty program to offset this effect of existing law in those cases where 
United States foreign economic interests justify such action. 


NEGOTIATION OF TAx CrepiT TREATIES 


There are currently in the process of negotiation several tax treaties with 
less developed countries in which recognition in the form of a credit against 
United States tax would be given, under certain conditions, to tax exemptions 
accorded by such countries to new investment. Four principal conditions 
have been specified in this connection.!* The foreign country should under- 
take to eliminate unnecessary tax obstacles to the flow of private investment 
by adopting, through a tax convention, such rules dealing with international 
transactions as are generally found in income tax treaties. This would in- 
clude a commitment not to discriminate against American business enter- 
prises. Next, the tax incentive laws which are in effect should be generally 
applicable, and should apply not only to investment from the United States. 
This would assure a maximum incentive effect to the economy of the foreign 
country and would have other advantages as well. Third, there should be 
full disclosure of the conditions under which tax incentives are made avail- 
able, and the procedures for granting or withholding tax incentives ought 
to involve only a minimum of administrative discretion. Finally, the tax 
incentives should be of a limited type. These conditions are intended pri- 
marily to maximize the new investment that might be induced by the for- 


18 Testimony of Dan Throop Smith, Deputy to the Secretary of the Treasury 
(In Charge of Tax Policy), Hearings Before the Subcommittee on Foreign Trade Policy 
of the House Committee on Ways and Means, 85th Cong., 2d Sess. 51 (1958). 











232 LEGAL PROBLEMS OF INTERNATIONAL TRADE 


eign tax incentive law, bolstered as it would be by a credit against United 
States tax, and to do so in a manner that would not damage the long-run 
position of private capital in the country or the prestige of the United 
States. 


CoNCLUSION 


The preceding discussion of some of the arguments frequently cited 
in support of the tax exemption of income derived abroad has sought to 
point out briefly some considerations to be found on the other side of the 
coin, which must necessarily be considered by those formulating United 
States tax policy. Though the discussion has been limited to the most ex- 
treme of the proposals that have been discussed in recent years, the con- 
siderations outlined apply, though to a different degree, to most other modi- 
fications that have been proposed in the tax treatment of foreign income. 
In the process of weighing and assessing various proposals, those responsible 
for the formulation of tax policy must also consider factors which have not 
been touched upon here. They must address themselves to a proposal, not 
as an isolated issue, but in the context of a broad range of policies that in- 
cludes in addition to foreign economic objectives, such matters as equity 
between foreign income recipients and domestic income recipients and the 
relative merit of competing claimants for tax reduction. The formulation 
of tax policy is a never-ending process, because economic and fiscal con- 
ditions, economic objectives, and administrative techniques constantly 
undergo change, not only in the dynamic economy of the United States 
but in the world at large. In this process the tax treatment of income derived 
from international trade and investment receives careful and continuing 
attention from policy officials in the Treasury as well as other agencies of 
the Government concerned with foreign economic policy. 



























The Eximbank celebrates its 25th anniversary, 1934-1959... 


“With the opening of the St. Lawrence Seaway .. . the 
services of the Export-Import Bank in support of United 
States overseas trade will become still more important.” 


A QUARTER-CENTURY OF SERVICE: 
THE EXPORT-IMPORT BANK OF 
WASHINGTON 


BY SAMUEL C. WAUGH * 


FOR MANY YEARS the operations of the Export-Import Bank of Wash- 
ington have had an impact upon the economy of the Middle West although 
this fact has not been known widely. With the opening of the St. Lawrence 
Seaway, it seems apparent that the services of the Export-Import Bank in 
support of United States overseas trade will become still more important. 
For that reason we welcome this opportunity to make our services in the 
field of international lending better known to those whose business activities 
will increasingly be affected by the new Seaway. 

The Export-Import Bank, popularly known as Eximbank, is a twenty- 
five-year-old independent agency of the federal government whose purpose 
is to aid in financing the overseas trade of the United States. 

Operated by a full-time Board of Directors, appointed by the President, 
the Bank has built up an enviable record in international finance. It has 
disbursed more than $6.5 billion of loans in 68 countries, of which one-half 
have become due and have been repaid. In addition to paying interest 
semi-annually to the United States Treasury on money borrowed—total 
cumulative payments on which reached $238.3 million on December 31, 
1958—the Bank for several years has paid an annual dividend of $22.5 
million at the close of each fiscal year to the Treasury, the holder of $1 
billion capital stock of the Bank. As of December 31, 1958, total dividends 
paid to the Treasury were $195.9 million, cumulative payments by the 


* SAMUEL C. WAUGH. President and Chairman, Export-Import Bank 
of Washington. 
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Bank to the Treasury in interest and dividends over 24% years totaled 
$434.2 million, losses written off amounted to approximately $3 million, 
and the Bank had undivided profits of $528.4 million as a reserve. 

The need for such an institution as Eximbank, recognized by Congress 
for a quarter of a century, is based upon the fact that for many years private 
financing has not been able to meet all needs of world trade and invest- 
ments. When the Bank makes a loan, the economic interest of the borrow- 
ing country is considered along with that of the United States. The sale 
abroad of even a single piece of equipment, such as a magnetic separator, 
may stimulate economic development within a country while simultaneously 
carrying overseas United States technical know-how. When it is realized 
that the Bank operates today at a loaning rate of nearly $1 billion a year, 
involving as many as 300 individual credits, to finance electric power ex- 
pansion, steel plants, mining operations, railroad improvements, irrigation 
programs, and industrial developments, the volume of United States 
equipment annually being sent abroad through the Bank’s lending can 
be appreciated. 

The Bank makes four types of dollar credits which stimulate economic 
development abroad by private enterprise: 


I. Development credits for construction of large private enterprises and 
public facilities. The Bank customarily extends a development credit where 
(1) the equipment required must be obtained from a number of United 
States suppliers; (2) the project will have such an impact on a country’s 
economy; or (3) will involve financing in such an amount as to require 
a direct contact between the Bank and the borrower. 

Repayment terms on development loans generally are based on the 
nature of the project rather than the term appropriate for specific pieces 
of equipment and so may involve maturities of 10 to 20 years. Where 
participation in the financing by United States suppliers cannot be obtained, 
the Bank may finance as much as 100 per cent of the United States costs 
of the project. Development credits frequently offer the Bank opportunity 
to further the export of productive techniques that accompany investment 
abroad of private capital; and the export of technical skills in connection 
with construction and management contracts awarded to United States firms 
through Bank credits. 

In such loans the Bank cooperates with most major and many smaller 
United States firms concerned with trade and investment overseas. To assist 
direct private investments abroad, for example, the Bank has made loans 
in association with such outstanding United States firms as American Smelt- 
ing and Refining Company, American and Foreign Power, Bethlehem Steel, 
Firestone Rubber, Goodrich Rubber, International Telephone, Lone Star 
Cement, and many others. 

II. Exporter credits—smaller loans, made at the request of United States 
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manufacturers to assist them in completing sales of capital equipment abroad 
“on extended terms which they cannot finance entirely through their own 
resources. The largest number of the Bank’s loans, during a year’s opera- 
tions, are found in this category. 

Each exporter credit follows a standard pattern in which the Bank 
purchases from the exporter, without recourse on him, promissory notes 
of his foreign customer representing up to 60 per cent of the invoice value 
of the export, provided the customer has paid the exporter at least 20 
per cent of that value by the time of delivery and the exporter or his own 
bank will carry not less than the remaining 20 per cent, usually on a basis 
ratable with Eximbank’s portion. 

III. Commodity credits which assist in marketing United States agri- 
cultural commodities abroad. For example, the Bank has authorized over 
$900 million in loans to assist in the sale of more than § million bales of 
cotton. 

IV. Emergency credits made to other governments or central banks 
to permit maintenance or resumption of normal trade with the United 
States. Stabilization credits became necessary in some Latin American 
countries during 1958 because of declines in prices received from abroad 
for their exports, the earnings from which are essential to the maintenance 
of stable economies. During 1958 the Bank made loans of this type in 
Argentina, Brazil, Chile, Colombia, and Peru. 


The purpose and terms of all Eximbank credits must be acceptable to 
the Bank, as must be the creditworthiness of the foreign buyer and his 
guarantor, if any, together with the dollar exchange prospects of his country. 

The effect of all Eximbank loans is widely diffused, and considerably 
heightened by the fact, often overlooked, that the Bank supplies only part 
of the capital needs for a project. The Bank estimates that for every loan 
dollar in a project, there is on the average also invested about $1.50 of other 
funds. Its money goes to work to complement funds supplied by United 
States banks, insurance companies, exporters, and industrialists, as well as 
those supplied by credit institutions and private enterprises of the countries 
in which the loans are made. And as every successful project grows, it not 
only re-invests its capital, with increased needs for operating supplies, re- 
placement parts, and new equipment from the United States, but stimulates 
also establishment of additional new industries or enterprises of many types. 

This is the Bank’s job in foreign lending: To finance economically 
sound trade and industrial development which will benefit both United 
States exporters and overseas borrowers, leading to mutually beneficial 
results, financial and economic, cultural, social, and political. Not only is 
United States trade permanently expanded, but United States private enter- 
prise and technical know-how is kept at work throughout the free world. 
The Congress, late in 1957, in extending for another year the Agri- 
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cultural Trade Development and Assistance Act of 1954,1 made the Bank 
responsible also for lending certain foreign currencies to private enterprise. 
Under the Cooley Amendment? the Bank may receive up to 25 per cent 
of the proceeds in foreign currencies of sales of agricultural commodities 
negotiated under the amended legislation. 

The Bank may lend these local currencies to (1) United States firms 
or their branches, subsidiaries, or affiliates for business development and 
trade expansion in the foreign country, or (2) either United States firms 
or firms of the foreign country for expanding markets for and consump- 
tion of United States agricultural products abroad. The law prohibits loans 
for the manufacture of products to be exported to the United States in 
competition with products produced here, or for the production of com- 
modities to be marketed in competition with United States agricultural 
commodities or the products thereof. 

These loans are repayable in the foreign currency, carry maturities 
corresponding to those of the Bank’s dollar loans to private borrowers 
abroad, and bear interest at rates similar to those charged in the foreign 
country for comparable loans. 

In addition to its activities under the Export-Import Bank Act of 1945, 
Eximbank serves as agent for the United States and fiscal agent for the 
International Cooperation Administration. Accordingly, the Bank services 
218 credits in 53 countries, authorized by these other agencies, under which 
approximately $3,830 million has been disbursed. The Bank also has ad- 
ministered 264 ICA investment and expropriation guaranties with a maxi- 
mum liability of over $400 million in 23 countries under which it has col- 
lected $3.5 million in fees. The Export-Import Bank had collected, as of 
December 31, 1958, $502 million in repayments of principal, interest, and 
commission on these agency loans, which was returned to the United States 
Treasury. 

For a quarter of a century the management of Eximbank has faith- 
fully carried out the three basic concepts the Congress has written into the 
governing statutes: to “aid in financing and to facilitate exports and im- 
ports and exchange of commodities” between the United States and other 
countries; to “supplement and encourage and not compete with private 
capital”; and to make loans that shall, “in the judgment of the Board of 
Directors, offer reasonable assurance of repayment.” 


168 Srat. 454 (1954), 7 U.S.C. §§ 1691-1724 (Supp. V, 1958). 
271 Srat. 345 (1957), 7 U.S.C. § 1704(e) (Supp. V, 1958). 














How is foreign trade financed when private capital finds the risks too great? 


“To the extent that the availability of private capital to 
finance the foreign trade of the United States is limited by 
the legal and political problems and risks inherent in foreign 
financing, the Bank in furtherance of the objects and purposes 
declared in the Act of Congress creating it, is organized and 
prepared to provide financing and assume such risks.” 


THE EXPORT-IMPORT BANK OF 
WASHINGTON: ORGANIZATION AND 
OPERATION 


BY WILSON L. TOWNSEND * 


ON FEBRUARY 12, 1959, the Export-Import Bank of Washington com- 
pleted twenty-five years of service in assisting, supporting, and encouraging 
the overseas trade of United States private enterprise, as the principal 
agency of the United States government engaged in international finance. 

The authority under which the Bank is now operating is the Export- 
Import Bank Act of 1945, as amended,! which created a corporation and 
designated it as an agency of the United States. 

In this act the Congress declared the objects and purposes of the Bank 
to be “to aid in financing and to facilitate exports and imports and the ex- 
change of commodities between the United States or any of its Territories 
or insular possessions and any foreign country or the agencies or nationals 
thereof.” 

In furtherance of these objects and purposes, the Export-Import Bank 
has been vested by the Congress with broad banking powers, including the 
power to purchase or guarantee negotiable instruments or evidences of in- 
debtedness, as well as the power to make direct loans. In the exercise of these 
powers, the Bank is guided by the expressed policy of the Congress that it 


* WILSON L. TOWNSEND. General Counsel, Export-Import Bank of 
Washington. 


159 Stat. 526 (1945), 12 U.S.C. § 635 (1952). 
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should supplement and encourage and not compete with private capital, and 
that its loans, so far as possible consistent with carrying out its purposes, 
should be for specific purposes and should offer reasonable assurance of 
repayment. 

Funds for the Bank’s operations by the Act of Congress are available 
from sale of its capital stock to the United States and from money borrowed 
from the Treasury of the United States at rates of interest fixed by the 
Secretary of the Treasury. The Bank also has the use of its accumulated 
earnings after payment of operating expenses, interest on moneys borrowed 
from the United States Treasury, and dividends on its capital stock. The 
Congress has currently fixed the limit of the amount of loans, guaranties, and 
insurance which the Bank may have outstanding at any one time at seven 
billion dollars. 

Under the policy guidance of the Congress, and with the funds made 
available, the Bank has applied itself to the encouragement of the private 
foreign trade of the United States. This assistance has been extended prin- 
cipally through credits to finance specific sales by American exporters to 
foreign purchasers, through credits to foreign governments, agencies, or 
private enterprises to finance the purchase of United States capital equip- 
ment and services required in connection with public or private develop- 
ment projects, and through loans to foreign governments or central banks 
to relieve critical dollar exchange stringencies interfering with the free inter- 
change of goods and commodities. 

In addition to direct credit transactions, the Bank issues war risk and 
expropriation insurance on exports of tangible personal property owned by 
United States nationals and located in friendly foreign countries. This in- 
surance is utilized by exporters who consign goods or commodities to agents 
abroad for sale, or who finance export sales under retention of title arrange- 
ments pending delivery or processing in the foreign country of destination. 

The Bank, however, is not the only public financing institution engaged 
in fostering foreign investment and international trade. The Bretton Woods 
Agreement Act ? provides for United States membership in the International 
Monetary Fund and the International Bank for Reconstruction and Develop- 
ment, commonly referred to as the “World Bank.” The World Bank began 
operations in 1946 and, subsequently, the International Finance Corporation, 
composed of members of the World Bank, came into existence in 1956. 
Loans from the World Bank are made to, or on the guaranty of, member 
governments and are available to finance purchases of equipment from any 
source, and thus differ from Export-Import Bank loans, which are related to 
purchases in the United States. The Investment Guaranties Staff of the 
International Cooperation Administration writes convertibility and expropri- 
ation guaranties on American investments in foreign countries which have, 


259 Srat. 512 (1945), 22 U.S.C. § 286 (1952). 
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under agreements with the United States, accepted the program and ap- 
- proved the investment.’ 

The International Monetary Fund has materially assisted international 
trade through its loans to member countries to relieve temporary foreign 
exchange shortages, and through the expert technical assistance it has pro- 
vided to central banks on exchange problems. 

In addition to the foregoing, the Development Loan Fund in the Inter- 
national Cooperation Administration was provided for in the Mutual Se- 
curity Act of 1957 ¢ and incorporated as a federal corporation in the Mutual 
Security Act of 1958.5 


ORGANIZATION OF THE BANK 


The Export-Import Bank Act of 1945, as amended, vests the manage- 
ment of the Bank in a Board of Directors consisting of the President of the 
Bank, who serves as Chairman, the First Vice President, who serves as Vice 
Chairman, and three additional Directors, all appointed by the President of 
the United States by and with the advice and consent of the Senate. Of 
the five members of the Board, not more than three shall be members of any 
one political party. All decisions in connection with the authorization of 
loans by the Bank are made by the Board of Directors, and are recorded 
by resolution or minute entry upon the records of the meeting of the Board 
of Directors at which such action is taken. 

Pursuant to authority given to the Board of Directors to adopt by-laws 
for the management of the Bank and to designate vice presidents and other 
officers, a corporate type of banking organization has been established with 
officers consisting of an Executive Vice President in general charge of the 
operations of the Bank, a Senior Vice President concerned principally with 
fiscal arrangements and relations with other financial institutions, a General 
Counsel, a Secretary, and a Treasurer. For the purposes of processing 
applications for loans and administering loans which have been approved, 
the staff of the Bank is organized into an Economic Division, a Loan Division, 
an Engineering Division, and a Legal Division, which function under the 
general supervision of the Executive Vice President. Internal administration 
is carried on under an Administrative Division, and the fiscal operations are 
handled by the Accounts Division under the general supervision of the 
Treasurer. 

Although the Bank, in its lending operations, functions as a banking 
corporation, the fact that the Bank is designated as an agency of the United 


8For a well-documented discussion of the role of the Bank and the above- 
mentioned institutions in the field of finance and trade, see Note, United States Agencies 
and International Organizations Which Foster Private American Investment Abroad, 71 
Haav. L. Rev. 1102 (1958). 
#71 Srat. 357 (1957), 22 U.S.C. § 1871 (Supp. V, 1958). 
572 Stat. 263 (1958). 
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States located in the Executive Branch of the United States Government 
affects its methods and procedures. It is required to transmit to the Congress 
semiannually a complete detailed report of its operations and is otherwise 
subject to statutes which affect all government departments and agencies. 
In all matters affecting the personnel of the Bank such as recruitment, dis- 
charge, salaries, leave, and retirement, the general statutes relating to govern- 
ment employment are applicable to the Bank. In addition, there are specific 
statutes which directly affect the Bank’s operations. Under the provisions 
of the Bretton Woods Act, the National Advisory Council on International 
Monetary and Financial Problems, of which the President of the Bank is a 
member, coordinates its lending operations with other government institu- 
tions involved in foreign loans or foreign financial, exchange, or monetary 
transactions. 

Under the Government Corporation Control Act,* which applies to all 
government corporations, the Office of the Comptroller General makes an 
annual corporate type audit of the accounts and fiscal operations of the 
Bank and makes a report thereon to the Congress; the Secretary of the 
Treasury has the responsibility of fixing the terms under which the Bank 
may borrow money, and a limitation upon the amount of its earnings which 
the Bank may use for administrative expenses is fixed by the Congress 
through annual approval of an administrative budget. 

Public Resolution No. 17 of the 73d Congress” requires the Bank to 
include in any agreement with borrowers under which financing is provided 
for the purchase of material or equipment in the United States, a provision 
that the goods so financed and exported by marine transportation shall be 
carried on vessels of United States registry unless and to the extent a waiver 
is secured. As indicated in Public Resolution No. 17, and in practice, this 
shipping provision is administered in close consultation with and upon the 
advice and counsel of the United States Maritime Administration. 

General information on the facilities of the Bank and on policies which 
guide its operations is contained in the publication General Policies, copies 
of which are available on request, which have been made available to com- 
mercial banks, trade associations, and similar interested organizations. In 
substance, this information, together with rules and regulations with respect 
to agents, has been published in the Code of Federal Regulations.® 


OPERATIONS OF THE BANK 


In the methods and procedures followed by the Bank in its operations, 
full recognition is given to the legal problems inherent in international trade 
and financing, which are common to all public or private lending institu- 


® 59 Srat. 597 (1945), 31 U.S.C. § 846 (1952). 
748 Srat. 500 (1934), 15 U.S.C. § 616a (1952). 
812 CFR. $ 401 (Supp. 1957). 
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tions, These include, among others, the problems of conflict of laws in the 
interpretation of agreements, enforcement of payment, and appropriate 
jurisdiction in the event of litigation. 

In addition to strictly legal problems, international lending involves 
problems such as exchange restrictions, nationalization, and political and 
economic instability, which are sometimes referred to as “political risks.” 

The legal problems have been the subject of many articles and no 
attempt will be made to analyze or discuss them here. For a scholarly 
treatment of some of these problems reference is made to an article by the 
General Counsel of the International Bank for Reconstruction and Develop- 
ment, Mr. Davidson Sommers, and two of his associates, Messrs. A. Broches 
and Georges R. Delaume, entitled “Conflict Avoidance in International 
Loans and Monetary Agreements,” ® and to an article by Mr. Georges R. 
Delaume entitled “Jurisdiction of Courts and International Loans.” 1° 

The methods and procedures of the Bank have the effect of limiting 
to some extent the problem of conflict of laws. The Bank does not have 
any branches in foreign countries, and negotiations for credits are carried 
on in Washington. Loan agreements are prepared by the legal staff of the 
Bank in the English language and generally follow the style of agreements 
customarily used in domestic financing in the United States. The agreements 
are executed in Washington by the Bank, and the promissory notes or other 
evidence of indebtedness are in the English language, payable in United 
States dollars at a financial institution in the United States, and delivered 
to the Bank in Washington. Advances under a credit established by the 
agreement are made by the Bank to the account of the borrower in a com- 
mercial bank in the United States. Thus, the agreements are drawn and 
executed in the United States, advances are made to the borrower in the 
United States, and repayments are provided for in the United States. After 
all disbursements under a credit have been completed, the agreements have 
been substantially executed except for the repayment of the loans. Under 
these circumstances the agreements usually omit a provision for their inter- 
pretation in accordance with the laws of any particular State. 

The problems arising from the so-called “political risks,” are approached 
by the Bank in the light of the fact that one of the reasons for its existence 
is to provide financing in situations in which private capital is not prepared 
to incur these political risks. In considering applications for credits in for- 
eign countries, the Bank gives careful consideration to the current political, 
economic, and foreign exchange situation in the country in appraising the 
credit risk and in determining whether or not the economy and exchange 
situation gives reasonable assurance that a dollar debt can be serviced. Once 


921 Law & Contemp. Pros. 463 (1956). 
106 Am. J. Comp. L. 189 (1957). 
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the questions have been resolved and the credit established, the risks of 
future political instability and exchange restriction are assumed by the 
Bank and are merged with the credit risk. 

In the light of these problems, the Bank endeavors through its agree- 
ments to secure the maximum protection for the repayment of its loans 
consistent with the accomplishment of its objects and purposes and the 
effective utilization of its credits; and to this end the corporate organization 
of the Bank, and the broad banking powers conferred upon it, make it pos- 
sible to use the most appropriate and useful form of agreement to fit the 
circumstances of each credit. 

With these general observations the operations of the Bank, and its 
procedures in documenting credits, will be discussed in relation to the three 
categories into which the normal credits can be classified, which are as 
follows: 


(1) direct credits to foreign governments or government agencies and 
to central banks or other government financial institutions; 

(2) direct credits to private foreign corporations or entities; and 

(3) credits providing for the purchase from American exporters of the 
obligations of their foreign purchasers acquired in connection with 
the export of capital equipment. 


Direct Credits to Governments, Government Agencies, or Central Banks 


In direct credits to foreign governments, their agencies, or to central 
banks, the procedures of the Bank in documenting credits take into con- 
sideration the status of the borrower as a sovereign country and the re- 
sulting inappropriateness of the various protective provisions customary in 
the case of a private borrower. 

Such credits are usually negotiated with officials of the foreign govern- 
ment or central bank, and the credit agreements are executed by the Minister 
of Finance, the Ambassador, or other appropriate official. 

In negotiating and executing loan agreements with foreign countries or 
central banks, the status of the Bank as an agency of the United States is in- 
volved, even though it acts in its corporate capacity in executing agreements. 
Although such loan agreements do not have the dignity of treaties or execu- 
tive agreements, they are, nevertheless, in a somewhat different status from 
agreements with purely private foreign entities. Thus, as a practical matter, 
it is assumed that in the event differences in interpretation of agreements and 
matters affecting repayment of loans are not settled between the Bank and 
the borrower, consideration would be given to the availability of diplomatic 
channels. 

Loans to governments or their agencies or central banks are made against 
the general obligations of the borrower, and on its full faith and credit. Al- 
though no security is customarily required in such loans, in some instances 
a provision is included that in the event the borrowing country should make a 
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pledge of revenues to secure another external loan it will equally and ratably 
secure the Bank’s loan in the same pledge. 

All loan agreements with governments, as well as the promissory notes 
issued thereunder, contain the provision that the payments of principal and 
interest on the notes shall be made without deduction for or on account of 
taxes or charges levied by the foreign government or any political or taxing 
subdivision thereof. 

All agreements require the submission by the borrower of legal opinions 
with respect to the validity and binding effect of the agreement and the 
notes issued thereunder. In loans to governments, this opinion is usually pro- 
vided by the Minister of Justice, or equivalent chief legal officer. 


Direct Credits to Foreign Private Corporations or Entities 


In extending credits to private foreign borrowers, the Bank is con- 
fronted with the same legal and political problems which a private institu- 
tion must meet, and the status of the Bank as a government agency gives 
it no preference over other creditors of the borrower. 

Under these circumstances great care is exercised by the Bank in ap- 
praising the credit risk of a proposed loan in reaching its determination of 
reasonable assurance of repayment. 

Any credits which the Bank may extend to foreign enterprises in con- 
nection with the construction or development of an industrial plant are 
customarily limited to the dollar requirements for the acquisition in the 
United States of the machinery, equipment, and related services which may 
be required to complete the plant and place it in operation. 

All applications for loans or other types of financial assistance are 
referred to a staff committee made up of a representative of each of the 
four operating divisions, which staff committee has the responsibility of de- 
veloping and analyzing all of the engineering, economic, financial, and legal 
aspects of the operation for which the credit is sought. This analysis is par- 
ticularly important in applications for loans to private enterprises. Upon 
completion of its analysis, the committee submits the result to the Board of 
Directors with its recommendations. Before approving a credit, the Board 
of Directors satisfies itself that the proposal is economically justified and 
technically sound, that private capital is invested and available in amounts 
sufficient to provide for local costs, the completion of the project, and work- 
ing capital, and that competent management is provided. 

When the Board of Directors has approved the credit to a private 
foreign borrower, the procedures followed by the Bank in documenting 
such a credit are quite similar to those which would be followed by a private 
financial institution in the United States for comparable loans to domestic 
enterprises, with such variations as may be necessary in view of the loan being 
made in a foreign country. The agreements require periodic progress re- 
ports and fiscal reports during the construction of the project, and fre- 
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quent inspections are made by the engineers and loan officers, both during 
construction and after the plant is in operation. 

Although the Bank endeavors to arrange for maximum protection for 
repayment of loans it makes to private entities abroad, there are certain 
types of security which may not be available to it because of its status as 
an agency of the United States. For example, the laws of some foreign 
countries prohibit a government, or a government agency, from acquiring, 
or being a mortgagee of, real estate or an assignee of concessions or fran- 
chises. However, the Bank frequently obtains other types of security in 
credits where the Bank does not feel that the loan can be made solely on 
the general obligation of the borrower. Examples of such security include 
a lien on equipment financed under the loan by way of an equipment trust 
to a foreign commercial bank; the guarantee of a foreign bank with the 
guaranteeing bank taking security by way of a real estate mortgage; a 
mortgage and related insurance on airplanes whose purchase is being fi- 
nanced by a Bank credit; ship mortgages and related insurance on vessels 
financed by a Bank credit; assignments of a portion of the proceeds of sales 
of ore to United States purchasers; and collateral in the form of stocks or 
bonds. 

When security is not obtainable or desirable, and a credit is made on 
the general obligation of the borrower, provisions to insure that the Bank’s 
loan will not be in a subordinate position to other creditors in the event of 
bankruptcy or dissolution are included in loan agreements. These pro- 
visions are in the nature of covenants against liens or mortgages, unless 
ratably securing the Bank, restriction on borrowing or distribution of profits 
and, when the borrowing foreign enterprise is a subsidiary or affiliate of a 
United States firm or corporation, a subordination of any debt owing by the 
subsidiary to the parent company. 

Where exchange restrictions are in effect in the country of the bor- 
rower, provision is made in loan agreements for evidence that the appropri- 
ate authorities have approved the project, issued import permits for the 
equipment being financed, and issued assurances that dollar exchange will 
be made available to service payments of principal and interest. 

The Bank does not pay income taxes in the United States and therefore 
cannot take credit, as can a private entity, for foreign taxes paid. In credit 
agreements with foreign private entities, provision is made that principal and 
interest will be paid without deductions for taxes levied in the foreign 
country, and any such taxes shall be for the account of and paid by the 
borrower. 

The Bank realizes that its policy of requiring the notes of the foreign 
borrower to be payable at a commercial bank or elsewhere in the United 
States may create a problem should it be desired to sue on the notes since 
in many countries there are jurisdictional provisions which may restrict 
such suits to the forum of the place of payment. However, the contractual 
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obligation is preserved since the agreements themselves contain a general 
_ covenant to repay the loan and to pay interest, and the desirability of placing 
upon the borrower the burden of securing the dollar exchange to make pay- 
ment in the United States outweighs the possible technical problem in- 
volved in the event of litigation. This is particularly true when the borrower 
is a foreign banking institution, or the notes are guaranteed by a foreign 
banking institution. 

Nevertheless, when the borrower is a private corporation or other 
entity, and individual guarantors such as the major stockholders are on the 
notes, a venue provision is frequently included in the notes by which the 
makers and guarantors consent to be sued either at the place of payment or 
at their respective domiciles. 

In compliance with the provisions in the credit agreement requiring 
legal opinions as to the validity of the obligations, the Bank is usually pre- 
pared to accept an opinion from regular counsel for the borrowers, or other 
reputable attorney in the foreign country. A demonstrative opinion is re- 
quired, containing a recital of the legal and corporate procedures taken by 
the corporation, its juridical status, the nature of its franchise or concession, 
and the basis for the opinion that the obligations are valid and binding on 
the borrower. 


Exporter Credits 


The Bank assists American manufacturers of capital goods in their 
sales abroad on credit through the purchase from the exporter, without re- 
course, of a portion of the obligations of his purchaser. A substantial part 
of the financial operations of the Bank, in number if not in the aggregate 
amount involved, are of this type which are commonly called “Exporter 
Credits.” 

An exporter desiring this type of financial assistance would be expected 
to meet the usual requirements of the Bank that his sales contract provide 
for a cash payment from his foreign customer of not less than 20 per cent 
of the invoice value on or before delivery of the goods, and the exporter 
participate in the financing to the extent of not less than 25 per cent of the 
financed portion. 

In applying to the Bank for assistance in financing an export sale, the 
exporter submits full details of the proposed transaction supported by bal- 
ance sheets and profit and loss statements of the prospective purchaser, with 
a credit report from the purchaser’s bank, and indication whether or not a 
guaranty of the purchaser’s obligations could be obtained. 

In considering an application the Bank gives consideration to the dollar 
exchange situation of the country involved, the credit worthiness of the 
purchaser, the type of capital equipment being sold, and the appropriate 
repayment terms and interest rate. 

Upon approval of the transaction by the Board of Directors, the Bank 
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enters into an agreement with the exporter in which the transaction is de- 
scribed and the Bank offers to purchase, without recourse on the exporter, 
the negotiable obligations received by the exporter from his foreign pur- 
chaser to evidence the financed portion of the purchase price of the capital 
equipment. 

The agreements specify the portion, usually not exceeding 75 per cent 
of the principal amount of the obligations which the Bank will purchase, 
and provide that upon such purchase the exporter will retain a participation 
in the obligations to the extent of 25 per cent of the principal amount, and 
that upon collection of payments on the obligations, the exporter’s prorata 
share will be remitted to him. 

The obligations are required to be in the English language, payable to 
the order of the exporter in United States dollars at a commercial bank in 
the United States. 

In the absence of any contractual relation between the Bank and the 
debtor, and since the Bank has no recourse on the exporter, it must pro- 
tect itself against contract disputes between the exporter and his purchaser 
by appropriate covenants and warranties from the exporter. Thus, the agree- 
ment requires that upon delivering the paper to the Bank for purchase, the 
exporter warrant the validity of the paper, certify that the relative goods 
have been delivered to the purchaser, that the down payment has been re- 
ceived, and that any import licenses or permits required in the country of 
import have been issued. The exporter also covenants to reimburse the Bank 
for loss resulting from non-payment of the obligation justified by a breach 
of any express or implied warranty in the sales contract, or by failure to 
perform any obligations to the purchaser. 

In this type of operation the Bank, in purchasing commercial paper, 
is functioning similarly to a commercial bank and, in fact, frequently enters 
into arrangements with the exporter’s bank under which such bank will 
purchase the notes for the Bank with a guarantee against default. 

Collections on the obligations are handled through normal banking 
channels and, in the event of delinquencies or defaults, the Bank collaborates 
with the exporter, as the owner of an interest in the notes, in endeavoring 
to effect collection. 

The agreements with the exporter provide that any taxes levied on re- 
mittances of interest or principal by the foreign government are for his ac- 
count and if deducted from remittances shall be reimbursable to the Bank. 


REtaTions WirTH PRIVATE FINANCIAL INSTITUTIONS 


In all of its operations, the Bank is mindful of the policy expressed by 
the Congress that it should supplement and not compete with private capital, 
and its organization includes a Private Capital Participation Division to aid in 
carrying out this policy. In this connection, the Board of Directors must 
first reach a determination that private capital is not available before approv- 
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ing a credit. Once a credit has been approved, private banks or other 
. financial institutions are encouraged and solicited to participate with the 
Bank by taking for their own account and risk a portion of the total loan, 
preferably by joining with the Bank in making advances under the credit, 
and thereby acquiring a participation in the obligation of the borrower, 
but sometimes by purchase of a participation in notes forming part of the 
Bank’s portfolio. 

The Bank is also prepared to participate in appropriate foreign loans 
made by private banks through the purchase of a portion of the obligations 
which the private bank acquires from the borrower. 

In the operations of credits of all types, the facilities of commercial 
banks are utilized through arrangements whereby letters of credit for the 
purchase of equipment are issued by commercial banks for the account of 
the borrower, with the undertaking of the Bank to reimburse the commercial 
bank for its disbursements to the beneficiary. 


CoNCLUSION 


To the extent that the availability of private capital to finance the 
foreign trade of the United States is limited by the legal and political prob- 
lems and risks inherent in foreign financing, the Bank in furtherance of the 
objects and purposes declared in the Act of Congress creating it, is organ- 
ized and prepared to provide financing and assume such risks. 

The legal and political risks of foreign financing are not of great prac- 
tical concern in connection with loans which the Bank, as an agency of the 
United States, makes to foreign governments or central banks on the full 
faith and credit of a sovereign country or central bank. 

In loans to private foreign entities, the Bank, while assuming the po- 
litical risks inherent in such financing, exercises ordinary prudence and care 
in documenting its loans in order to minimize these risks to the extent con- 
sistent with accomplishing the purpose for which the credit is extended. 

In its twenty-five years experience in the field of foreign lending the 
Bank has sustained remarkably few losses (aggregating one-twentieth of 
one per cent of loan disbursements and three-tenths of one per cent of gross 
income) and in none of these cases was the loss directly attributable to legal 
or political risks of foreign lending, but rather to the ordinary credit risk 
of unforeseen events resulting in failure of the enterprise. The Bank has 
thus found that in foreign credit operations, as in domestic operations, de- 
pendence for repayment of an initially sound loan rests primarily on the 
good faith and integrity of the borrower, and the success of his enterprise. 














An important category of exports comes not from field or factory, but from 
the minds of men... 


“Foreign countries may endeavor to exclude American-made 
goods from their markets, they may discourage the presence 
of American personnel, but the broad claim may be made that 
nearly every nation welcomes American know-how.” 


LICENSING KNOW-HOW, PATENTS, 
AND TRADEMARKS ABROAD 


BY LAJOS SCHMIDT * 


LICENSING IS A TERM that means many things to many people. Even 
when limited to the method of obtaining payment for the grant of rights to 
a licensee to use intellectual and industrial property of a licensor, the term 
needs considerable clarification because of the varied reasons why pro- 
prietors of such rights are willing to grant licenses. This is particularly 
true with respect to the foreign field. 

The profit motive is the first one that comes to mind. No doubt most 
license agreements stem from that motive, which, directly or indirectly, is 
rarely completely absent. What is not generally appreciated by many new- 
comers in the foreign licensing field are the variations of motives that are 
not predominantly based on considerations of profit, or are only indirectly 
based on profit. 

Consider, for example, United States licensing activities in countries 
(e.g., Spain) where the difficulties of exporting royalties to the United States 
are formidable to say the least. As there are hundreds of United States 
license agreements in such countries, it is evident that the profit motive 
cannot be the sole basis for licensing activities. The major categories of 
motives prompting licensing activities overseas may then, in addition to the 
profit motive, be described as follows: 


(1) A substantial number of United States parent corporations have 


* LAJOS SCHMIDT. Partner in the firm of Baker, McKenzie & Hightower, 
Chicago. 
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license agreements with their foreign subsidiaries. As to some countries, be- 
cause of United States tax considerations, a case can be made out in favor 
of dividends instead of royalties and also in favor of receiving both forms 
of income. However, in Spain, for instance, it may be difficult to export 
royalties, but it is even more difficult for the average American manufactur- 
ing in Spain to export dividends, and in that connection it should be borne 
in mind that in Spain a certain local ownership in Spanish manufacturing 
companies is required by law. 

(2) Patent license agreements and know-how agreements where patents 
are included but are of minor importance often result when local patent 
laws require “working” patents locally, for only thus can continuity of 
protection be assured for the United States proprietor of the patents. Profits 
usually result, but the prime motive is protection of the patent. 

(3) One hazard of foreign licensing is the creation of a potentially 
powerful competitor on the world market. Assuming for the purpose of this 
discussion that, in certain stituations, it may be dangerous (under United 
States law) to spell out in a license agreement restrictions as to sales terri- 
tories, a practical solution, in part at least, is the execution of comparable 
license agreements in the countries where the original licensee might be 
tempted to expand his activities. This is another example of a situation 
where the major motive is protection. 

(4) In recent years there has been a striking awakening to the fact that 
the United States does not have a monopoly in technical skill. In regard 
to research and development activities, United States non-profit and profit 
organizations have actively sought and are still seeking overseas sources for 
exchanges of information and technical assistance. Although it may be a 
rare case where such a motive is the only one prompting a foreign license, 
the fact remains that an ever-increasing percentage of license agreements 
entered into include clauses providing for such inter-change of ideas, rights, 
and assistance. 

(5) Another motive that does not involve direct profit, at least im- 
mediately, is the arrangement in license agreements for plowing back royal- 
ties, or an arrangement for the purchase of stock in the licensee’s company. 
Much has been written about the advantages and disadvantages of minority 
and majority stock holdings in foreign countries. Nevertheless, a minority 
holding in a licensee’s company does give the United States licensor, as a 
stockholder, some degree of protection through his right to financial and 
other company information not usually available to licensors. This may be 
the controlling motive in a license agreement. 

(6) More and more United States firms contemplating foreign opera- 
tions realize that foreign licensing can be a useful substitute for direct export 
or local manufacture. Furthermore, it can be the preliminary phase during 
which the American manufacturer learns to evaluate the foreign markets 
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and has his products tested until he is ready to establish his own manufactur- 
ing operations abroad. 

The international licerse income of American companies has been 
mounting steadily. Last year, the Office of Business Economics, United 
States Department of Commerce, made public a survey relating to the in- 
ternational receipts of United States companies from foreign affiliated and 
non-affiliated companies in 1957.1 These statistics disclose that by 1957 at 
least 650 American companies were known to have entered into agreements 
with foreign non-affiliated companies for the supply of patents, processes, 
technology, trademarks, and other industrial property rights. The payments 
for such property rights amounted to an estimated gross return of $140 
million. In addition, approximately $240 million was paid in license fees by 
foreign branches and subsidiaries of American companies. 

Payments made by foreign licensees to foreign base companies of 
American enterprises, for which no figures are available, should be added 
to this income. In view of the fact that license fees received by foreign 
base companies are mostly reinvested abroad, it is impossible to ascertain the 
amount of such payments, but taking into consideration the greatly increased 
use of foreign base companies it would not be surprising if these license 
fees would surpass the $240 million paid directly by foreign branches and 
subsidiaries to their parents. 


PuRPOSES 


Importance of Know-How 


The phase of foreign licensing that is currently of most interest, whether 
or not patents are involved, is know-how licensing. In passing it might be 
said that without some accompanying know-how in the case of the average 
pure patent license overseas, the licensee could not enjoy the full benefit of 
his acquired rights. 

The progress of United States enterprises in utilizing the latest scientific 
advances and the experience that American industrialists have gained on the 
United States market, which has the world’s highest rate of consumption, 
have resulted in the accumulation of the great body of know-how. More 
efficient facilities, machinery, processes, and techniques resulting in a greater 
output of manufactured goods with less labor is the result of costly tech- 
nological research and development work by American enterprises. Be- 
tween 1948 and 1958 the expenditure for such research and development 
rose from about $2.5 billion to an estimated $10 billion a year. During the 
same period, the output of manufactured goods increased 32 per cent while 
the employment of factory workers, clerks, and technicians in the manu- 
facturing industry rose by 1 per cent only. In these ten years, the employ- 


1Foreign Commerce Weekly, Dec. 29, 1958, p. 3. 
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ment of labor alone in manufacturing actually dropped around 8 per cent 
while employment of other personnel in the same industry increased by 
46 per cent.? Thus, industry employs a greatly increased number of per- 
sonnel in its research and development departments, from which foreign 
licensees can benefit without investment or expenditures other than the 
payment of license fees. 

The overseas licensee considers American know-how a valuable com- 
modity, as the following example illustrates. Recently, a well known 
European chemical concern sought a license from an American company 
for the manufacture of certain products, even though the chief chemist 
of the European company had participated in the development of the 
chemical formula for the product and was a recognized authority in the 
field. Nevertheless, the European concern realized that the road from theory 
to practice was long, and that acquiring the manufacturing know-how and 
having the product labeled as manufactured under license from a leading 
American manufacturer had considerable value. The acquisition of the pro- 
duction know-how saved the European company at least three years in 
reaching a competitive position on the world markets. 

The reciprocal know-how, which may flow back from the licensee 
abroad, may again be translated by the American industrialist into more 
efficient mass production processes and techniques that benefits foreign 
mass producers in the large trading blocs that are now developing abroad. 
The European Common Market, embracing a population of 160 million, and 
the Free Trade Zone, combining countries with a total population of 300 
million, are prime examples. 


Routing of Know-How 


The American manufacturer who realizes that he cannot compete 
successfully in the international markets through export operations alone 
and that he must therefore establish manufacturing facilities abroad often 
does not have the necessary capital to invest, lacks sufficient knowledge of 
the local conditions in the foreign countries, or does not wish to make a 
direct investment for other reasons. In many instances, personnel specially 
trained in international commerce and sufficiently familiar with local sales 
methods, customs, and commercial laws are not available. During the period 
in which he conveys his know-how abroad, he can train certain of his em- 
ployees in international trade. His technical experts, who are sent abroad 
to service the license contracts and convey the know-how, gain valuable 
experience. Often this staff of experts forms the nucleus for the licensor’s 
future foreign enterprise. 

As a next step, the American industrialist may then organize one or 
more foreign subsidiaries which either continue to service the license agree- 


2 See First Nat’l Bank of Chicago, Economic Review, Mar. 1959. 
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ments of the parent company or, if they expire, enter into new license agree- 
ments. In the latter case, such foreign subsidiaries may grant sub-licenses 
as the licensee of the parent company. Such subsidiaries may also accumulate 
capital and invest in manufacturing subsidiaries. If foreign manufacturing 
subsidiaries are the final objective, the term of the license contract is fixed 
accordingly. 

In other instances, the foreign licensing activities of an American manu- 
facturer may have expanded to a point where it becomes necessary to 
centralize them in a separate corporation abroad. 

The base company used for licensing should be located in a country 
whose tax laws either exempt extraterritorial income from taxation or tax 
it at a low or a reduced rate. In order to maintain contact conveniently 
with the majority of the foreign licensees, either the base company itself 
or one or more branches should be situated in the center of the licensing 
activities. In this base company the foreign license income, on which only 
low taxes have been paid, can be accumulated and used for further expansion 
abroad. 


Advantages of License Fees Over Dividends 


Withholding Taxes. Licensing agreements are also important where the 
United States company has wholly-owned foreign manufacturing subsidi- 
aries. Such manufacturing operations are frequently established in highly 
industrialized countries, which as a rule impose high taxes on corporate in- 
come and tax dividend remittances as well. These highly industrialized 
countries, however, frequently have low withholding taxes on royalties paid 
by licensees located in such countries (e.g., France, Belgium, and Germany). 
Holland and Switzerland do not impose any withholding tax. This relatively 
light tax burden may be further reduced by having the licensing and know- 
how handled by a base company incorporated in a country that has con- 
cluded treaties for the avoidance of double taxation. 

For example, an American company may have a wholly-owned manu- 
facturing subsidiary in Germany. The corporate income taxes and the 
withholding taxes on dividends may be 45 to 60 per cent, depending on the 
distribution of earnings from the tax year in question. On the other hand, 
if the German company pays license fees to the Swiss subsidiary which owns 
the German patents and trademarks and conveys the know-how, such license 
fees are deductible by the German company, and can be transmitted to the 
Swiss base company free from the usual 25 per cent withholding tax, pursu- 
ant to the provisions of article 7 of the Swiss-German tax treaty.’ This 
license fee is then subject to a low Swiss Federal Defense Tax of 3 per cent 


8 Abkommen zwischen dem Deutschen Reich und der Schweizerischen Eidgenos- 
senschaft zur Vermeidung der Doppelbesteurerung auf dem Gebiete der direkten 
Steuern und der Erbschaftsteuern, July 15, 1931, [1934] Reichsgesetzblatt (II) 38 (Ger.); 
[1934] Reichssteuerblatt 199. 
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to 8 per cent ¢ and possibly to some cantonal tax depending upon the canton 
of domicile.® 

But even without a tax treaty it may be advantageous to have the 
wholly-owned subsidiary pay license fees to a foreign base company where 
the withholding taxes on the licensor are less than the income taxes payable 
by the licensee or are less than the withholding taxes on dividends. A typical 
example is Mexico, where technical service fees (but not royalties) are sub- 
ject to a 10 per cent withholding tax, while corporate income taxes are 35 
per cent to 45 per cent in the case of the average Mexican manufacturing 
company.® 

Deduction of Royalties. The creation of a deduction to a wholly-owned 
foreign manufacturing subsidiary through the payment of deductible royal- 
ties to a foreign base company is important where the manufacturing sub- 
sidiary is subject to potentially high excess profits taxes. For example, in 
Italy the withholding tax on royalties and technical service fees is 23.625 
per cent on two-thirds of the payments, while the corporate income and 
excess profits taxes rise to 41 per cent on profits in excess of a 6 per cent 
return on the original capital investment, surplus, and reserves.? 

Foreign Tax Credits. Another interesting aspect of foreign licensing 
is the United States tax treatment of a royalty or other compensation which 
a domestic company derives from its wholly-owned foreign manufacturing 
subsidiary, under the provisions of section 902(d) of the Internal Revenue 
Code of 1954. This section provides that credits may be taken for foreign 
taxes paid by a foreign subsidiary engaged in manufacturing, production, 
or mining, 100 per cent of whose stock is held directly or indirectly by a 
United States corporation, when a royalty or other compensation is paid to 
the United States parent in consideration for property received pursuant to 
a contractual arrangement under which the domestic corporation agrees to 
furnish services or property. 

In order for section 902(d) to apply, the contract must provide that 
the domestic corporation receive the payments in lieu of dividends, and 
that no dividends can be declared in any calendar year in which such com- 
pensation is paid to the domestic corporation by the foreign subsidiary. 
The excess of the fair market value of the payment received by the domestic 
corporation over the cost of the property and services furnished by the 
domestic corporation is treated for foreign tax credit purposes as a dividend 
paid by the foreign subsidiary to the domestic corporation. Therefore, the 


4 Fidgenoessischer Wehrsteuer-Beschluss of Dec. 9, 1940, art. 57, as amended by art. 
8(3)(c) of the Eidgenoessischer Bundesbeschluss of June 20, 1958. 

5 See Baker, Methods and Channels of Foreign Trade, supra p. 142. 

6 Ley del Impuesto Sobre la Renta, art. 36, as amended by Decree of Dec. 20, 1958, 
published in Diario Oficial, Dec. 31, 1958. 

™Law No. 1 of Jan. 5, 1956, art. 18, published in Gazzetta Ufficiale No. 6, Jan. 9, 
1956. 
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domestic corporation is entitled to receive a tax credit in a manner similiar 
to that which would be the case if it received a dividend from its foreign 
subsidiary. 

The method of computation of the credit has recently been settled in 
Revenue Ruling 59-71,8 which provides that the royalty or license fee be 
added back to yield the correct amount of “accumulated profits” used in 
the formula for computing tax credits. When the royalty on license fees 
is deductible in the foreign country, this method of returning earnings to 
the United States may be advantageous.® 

Exchange Controls. The payment of royalties or license fees by a 
wholly-owned manufacturing subsidiary to its United States parent or to a 
foreign base subsidiary of the United States company may prove to be of 
great value if the foreign country experiences a dollar shortage. Experience 
shows that, when such a shortage exists, a foreign government is more likely 
to permit dollar payments of license fees for technical services than divi- 
dends. The transfer of dividends is often prohibited or restricted to a per- 
centage of the capital investment. In Italy, for example, under article 2 
of the Italian Investment Law ?° the transfer of dividends in excess of 8 
per cent of the original capital investment (not increased by subsequently 
accumulated surplus) was not allowed before the liberalization of currency 
restrictions in Europe in 1958. 

Dividends may be freely transferable when the supply of dollars is 
adequate, but the American company would be wise to utilize such free 
periods for establishing itself as a licensor. Then, if the transfer of license 
fees is thereafter restricted, a history of licensing operations may obtain for 
the licensor an exchange control permit for royalties or technical service 
fees based on past payments, whereas no exchange may be allocated to new 
contracts. An example of such discrimination against recent arrivals is the 
currency exchange restrictions recently established in New Zealand, where 
license agreements established prior to a given time were not affected, and 
where hard currency payments under recently executed agreements were 
severely limited. 


REPRESENTATIVE LICENSING PROVISIONS 


The laws relating to patent, trademark, and other industrial property 
rights, contract and tax laws, local restrictions and regulations, antitrust 
legislation, and restrictions on trade here and abroad must all be considered 
by the draftsman of the license contract. 

While it is difficult to generalize, the text set out later in this paper 


8 1959 Int. Rev. Buty. No. 10, at 29. 

®*Baker and Creed, A Tax Credit Anomaly Involving Income From a Foreign 
Subsidiary, 36 Taxes 329 (1958). 

10Law No. 43 of Feb. 7, 1956, published in Gazetta Ufficiale No. 43, Feb. 21, 1956. 
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collectively represents a simple, straightforward agreement with protective 
provisions. Specific references are made to Germany in an effort to demon- 
strate the careful attention that must be paid to the particular laws of the 
foreign country. 


Separation of Rights 

The foreign licensing agreement today typically provides for the use 
of patents and trademarks, together with the rendition of technical assistance. 
It is often helpful to separate the patent and trademark license from the 
provisions relating to technical services, even though this is not demonstrated 
in this paper. One of the principal reasons for such separation is that the 
duties and rights of the parties under a patent or trademark contract are 
simply and clearly defined. A breach of the contract may be easily ascer- 
tained. In case of breach, moreover, the contract may be terminated and 
use of the industrial property rights speedily regained, the licensee being 
barred from continued use thereof. 

On the other hand, the rights, duties, and performance under a tech- 
nical service contract are less sharply defined, and render difficult proof 
of breach and prompt termination. If the patent and trademark provisions 
are embodied in a single contract, together with the technical service pro- 
visions, this factor may encourage the licensee to draw out discussions and 
still enjoy the use of the patents and trademarks. 

The second principal reason for the separation of the patent and trade- 
mark licensing provisions from the technical assistance provisions is that 
foreign countries frequently levy withholding taxes at different rates on the 
two types of payments. The reduction of such withholding taxes becomes 
of paramount importance when payments flow to a foreign base company. 


Preamble and Recitations 


Generally, the contractual provisions vary with the industry, the 
country, and the parties. The agreement proper is preceded by recitations 
of the general intention of the parties, and of their capacity and willingness 
to perform. Preambles of license contracts frequently recite that the licensor 
is engaged in the continuous development of the licensed products through 
its research facilities. If the licensor ceases to engage in such research or de- 
velopment, the existence of the recital in the preamble may form the basis 
for a claim by the licensee that one of the principal inducements prompting 
him to enter into the contract has ceased to exist, and on this basis cancel 
the contract. Where the licensor deals in a variety of products and may 
discontinue research and development of a particular licensed product, the 
draftsman should refer to continuous research and development of the 
licensed product only if he can foresee its continuing during the entire term 
of the contract. 

A typical preamble might read as follows: 
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“THIS AGREEMENT made and entered into this th day of 
, 19 , by and between 
Company, a corporation organized under the laws of the State of Illinois 
and having its home office and principal place of business in Chicago, 
Illinois (hereinafter referred to as “Licensor” ), and 
Aktiengesellschaft of , Germany, a corporation 
organized under the laws of Germany (hereinafter referred to as 
“Licensee”), 

















“WITNESSETH THAT, 


“WHEREAS, Licensor originated and is the registered owner in 
Germany and other countries of the trademarks and trade names under 
which products (hereinafter referred to as 
“Licensed Products”) are sold; and 





“WHEREAS, Licensor owns and maintains various patents in Ger- 
many and other countries and is engaged through its research facilities 
in the continuous development of inventions and improvements having 
to do with Licensed Products, as well as machinery for the manufacture 
of such products; and 


“WHEREAS, Licensor is skilled in the engineering of Licensed 
Products and maintains a staff of employees capable of instructing others 
in the engineering of such products; and 


“WHEREAS, Licensee has inspected the Licensed Products at the 
plant of the Licensor and desires to obtain the right to manufacture 
and sell Licensed Products under the trademarks, trade names and 
patents owned and maintained by Licensor in Germany and other 
countries, to have continuous access to Licensor’s technical know-how 
and development, and to utilize the engineering skills of Licensor, all 
of which Licensor is willing to grant upon the terms and conditions 
set forth in this Agreement; 


“NOW, THEREFORE, the parties agree as follows:” 


Grants of License 


After the preamble, technical and legal terms appearing in the agree- 
ment are generally defined, thus avoiding repetition and rendering the con- 
tract more understandable. Thereafter, the contract contains the clauses 
wherein the licensor conveys to the licensee the principal rights under the 


agreement. 





“Patent License. Licensor hereby grants Licensee for the duration 
of this Agreement the exclusive right to manufacture and sell Licensed 
Products in Germany (hereinafter referred to as “Manufacturing terri- 
tory”), and the non-exclusive right to use and sell Licensed Products 
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in Western Europe (hereinafter referred to as “Sales Territory”), upon 
the terms and conditions set forth in this Agreement.” 


Under the laws of certain countries, a license may carry with it an 
implied guarantee of which licensors are often unaware. Under German 
law, for example, the licensor impliedly warrants the characteristics of the 
licensed product or the invention as claimed in the patent, unless he ex- 
pressly disclaims any guarantee in this respect. 

The license agreement may confer upon the licensee an exclusive right 
to manufacture (or assemble), use, and sell in one country, in one geo- 
graphical area embracing several countries, or in an entire continent; or 
the grant may be an exclusive one to manufacture, use, and sell in one 
country with a non-exclusive right to sell elsewhere, or a combination of 
these. 

The licensor may or may not expressly agree to refrain from selling in 
the licensee’s country an article which he may produce elsewhere, and the 
licensor may or may not require the licensee to discontinue manufacturing 
or selling certain lines of products. However, in such cases United States 
antitrust implications arise and must be considered carefully. 

Under domestic law, a patentee can give a partial license but he cannot, 
through a licensing agreement, achieve a monopoly “beyond the scope of 
the patent” by obligating the licensee to continue manufacturing the licensed 
products under the patent license after the patent has expired. Where it is 
a foreign patent, however, it has been suggested that such domestic cases 
are inapplicable except in their antitrust implication.!* 

If the licensor has a world-wide sales or distributorship organization, 
which may or may not include a foreign base company, it may prove useful 
for the licensor or the licensee, or both, to require the licensee to use this 
world-wide organization. The following provision may effect this purpose: 


“Licensee agrees that the selling of Licensed Products by it in the 
Sales Territory shall be done to dealers, distributors, or other purchasers 
approved by Licensor.” 


Even where the licensee is not to sell in a certain territory, the validity 
of these limiting provisions depends, among other factors, upon their 
reasonableness of purpose and application. 


Trademarks and Trade Names 


It is generally recognized that rights under trademarks should always 
appear in separate license agreements. However, if tradernark licenses must 
appear in a patent or know-how agreement, the following comments are 


11 L vEDECKE-FIscHER, LIZENZVERTRAEGE 111-12 (1957). 
12 Brewster, ANTITRUST AND AMERICAN Business ABroaD 141-42 (1958). 
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applicable. If the licensee does not achieve specified production goals, or 
does not maintain the licensor’s quality standards, the licensor may reserve 
the right to convert exclusive licenses to non-exclusive licenses, or to cancel 
the license to use its trademarks, as is suggested in the following provision: 


“Trademarks and Trade Names. (a) Licensor grants Licensee for the 
duration of this Agreement, with respect to the Licensed Products, the 
exclusive right to use in the Manufacturing and Sales Territories all 
trade names and all trademarks now owned by Licensor that are reg- 
istered in the Manufacturing Territory (listed in the Appendix). 

(b) Licensee agrees to attach, use, or display any such trademarks and 
trade names in substantially the same manner used by Licensor on 
Licensed Products, any deviation from such use requiring the prior 
approval of Licensor. In the event that any Licensed Products do not 
meet the approval of Licensor under Section _______ of this Agree- 
ment, Licensee shall remove all such trademarks, and Licensor shall 
have the right to cancel this grant to use Licensor’s trademarks, unless 
Licensee promptly meets the standards set by Licensor for Licensed 
Products. 

(c) Licensee agrees to refrain from using such trademarks or trade 
names, with respect to products not covered by this Agreement, and 
to cease and desist from using any such trademarks or trade names at all 
times after the termination of this Agreement for any reason whatso- 
ever.” 


The trademark laws of several countries do not permit the licensor 
and the licensee, or several licensees, to sell the trademarked products in 
such countries, under the theory that the public is thereby misled. Usually, 
as in Germany, the multiple use of the trademark is permitted if the pro- 
prietor of the trademark so provides in the contract, and if he in fact ex- 
ercises control over the quality of the licensed product. Otherwise, German 
trademark law provides that once the public identifies a trademark with 
the product of a certain manufacturer, it is a fraud upon the public if the 
same mark is later used in connection with the same article produced by 
another manufacturer—even the original licensor—which may have de- 
teriorated in quality or the origin of which may have changed.8 


Know-How 


The emphasis today is on the conveyance of know-how and technical 
assistance rather than on passive licensing of patents and trademarks, which 
was the function of most licensing agreements a few decades ago. Further- 
more, four or five years ago foreign licensees were not as interested as they 
are now in acquiring knowledge of American merchandising and marketing 


18 L UREDECKE-FISCHER, LIZENZVERTRAEGE 597-98 (1957). 
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methods and techniques. Today foreign markets are being styled increas- 
ingly after the American example, so that sales know-how, as well as manu- 
facturing and production know-how, is now demanded by foreign licensees. 
The following is a typical example of a provision in a license agreement 
providing for the conveyance of know-how: 


“Transfer of Know-How and Technical Assistance. (a) Licensor 
shall within ninety (90) days after the effective date of this Agreement 
commence, and continue from time to time during the Term of this 
Agreement, to furnish Licensee information pertaining to the Licensed 
Products or the manufacture or adaption thereof consisting of 


(1) Calculation and Design Sheets 

(2) Basic Design Data including Design Drawings 
(3) Drawings 

(4) Process Specifications 

(5) Material Specifications 

(6) Performance Specifications 

(7) Purchasing Specifications 

(8) Test Data 

(9) Operating Instructions 


and similar data generally known as engineering and manufacturing in- 
formation and, at the option of Licensor, designs and specifications re- 
lating to manufacturing equipment, tools, dies, jigs, fixtures, but shall 
include only such information as is available in the records of Licensor 
or its affiliated companies and applicable to the Licensed Products. 

(b) For the better fulfillment of the provisions of sub-section (a) of 
this Section, Licensor shall, at its expense, except as otherwise provided 
in sub-paragraph (4) hereof, during the term of this Agreement: 


(1) generally assist Licensee in an advisory capacity and explain 
Licensor’s know-how in the manufacture, use, and adaption of 
the Licensed Products, including but not limited to, the pre- 
liminary stages of production, and the solution to such produc- 
tion or adaption problems as may subsequently arise; 

(2) render such other assistance as Licensee may from time to time 
reasonably request; 

(3) allow personnel of Licensee to visit the plants of Licensor or 
its affiliated companies for the study of systems, procedures, 
practices, methods, and know-how used by Licensor or its affilia- 
ted companies in the manufacture and adaptation of the Licensed 
Products. Licensor or its affiliated companies shall permit such 
personnel free access to those portions of their respective plants 
where the Licensed Products are being manufactured and where 

work is in process in connection with the improvements and 

developments specified in Section ______, and shall furnish 
such personnel all reasonable assistance in the fulfillment of their 
functions. Such personnel shall be required to abide by all the 
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plant rules and regulations of Licensor or its affiliated companies. 

(4) Licensor shall, at the specific request of Licensee, provide tech- 
nical specialists to direct and supervise the beginning of produc- 
tion at the plant of Licensee, for which Licensee will pay Licensor 
a reasonable remuneration on a cost-plus basis to be agreed upon 
by the parties when the services are rendered.” 


Fees 


Except for the requirements of governmental approval in some coun- 
tries, for example Japan, France, Italy, and England, the amount of the 
license or royalty fee is almost purely a matter of bargaining between the 
parties. The licensor may require a fixed fee, a fee based upon the per- 
centage of net sales or on per unit of production, with or without a flat 
down-payment, and with or without provisions calling for a minimum 
royalty, or a minimum royalty based on minimum production. In addition, 
the licensor may receive equity participation in lieu of royalty payments, 
and the licensee may obligate itself to pay a declining royalty for a period 
of years after the agreement terminates. 

Another method of calculating fees is the basing of the fee on the addi- 
tional profits or increased production which the licensee derives through the 
use of the licensed know-how. This method is used mainly in licenses per- 
taining to the extraction of minerals, the refining of raw materials, the pro- 
cessing of chemicals, and similar situations where the increased production 
attributable to the licensed process or know-how may be accurately gauged. 
Otherwise, this method is rarely used. 

As pointed out above, the methods of calculating the royalties and 
license fees vary widely from industry to industry, from country to country, 
and between various parties depending upon bargaining power, motives, 
obligations, and other factors. The following is a simple fee provision given 
by way of example only: 


“Fees. (a) In consideration of the license and services that Licensor 
extends to Licensee under this Agreement, Licensee agrees to pay 
Licensor from the effective date of this Agreement a fee of. 
per cent (___%) of Licensee’s net sales price of Licensed Products 
which in any case shall not be less than 
dollars ($ ) per year. Net sales price for the purpose of 
this Agreement shall mean the gross sales price of Licensed Products 
sold by Licensee less only commercial, trade, or cash discount and 
adjustment actually allowed by Licensee. All payments provided for 
in this Section shall be made in United States dollars at the then pre- 
vailing rate of exchange to a bank designated by Licensor. 

(b) Licensee agrees to keep accurate records and books of account 
showing all details of sales relating to Licensed Products and any other 
information necessary to determine the fee payable to Licensor under 
this Section, which records shall be open to inspection during all reason- 
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able business hours at the offices of Licensee by a public accountant 
selected by Licensor and approved by Licensee, the results of the audit 
to be made available to both parties. Within ninety (90) days following 
the end of each calendar semester, Licensee shall send a report to 
Licensor showing the quantity of Licensed Products sold during the 
preceding calendar semester, and shall accompany each report with the 
payment to Licensor of the fee owing for such preceding calendar se- 
mester as provided in sub-section (a) of this Section.” 


Withholding Taxes on Fees 


Unless specific provision is made to the contrary, the license fees will 
be payable by the foreign licensee net after the deduction of any taxes re- 
quired to be withheld or paid directly under the tax laws and regulations 
of the foreign licensee’s country. American licensors upon occasion mis- 
guidedly insert a clause in the agreement requiring the licensee to pay 
royalties without deduction of withholding taxes. Such provisions gen- 
erally should not be inserted because, under section 901 of the Internal 
Revenue Code of 1954, United States nationals, United States domestic 
corporations, and certain alien residents are entitled to credit foreign in- 
come, war profits, and excess profits taxes, or foreign taxes in lieu thereof, 
against the United States tax liability on such income. 

It is generally preferable for the American licensor to pay the foreign 
taxes on licensing fees and then claim the United States foreign tax credit 
for such foreign taxes, thus avoiding the necessity for claiming that such 
foreign taxes were paid by the licensee on behalf of the licensor in the face 
of a contractual agreement to the contrary. Although the bargaining posi- 
tions of the licensor and the licensee are frequently unexpressed on this 
point, the licensor should be able to secure a higher licensing fee by authoriz- 
ing the licensee to deduct foreign taxes, rather than shifting this burden to 
him. 

The situation is somewhat different where the licensor is a foreign base 
company and where the United States foreign tax credit for the withholding 
taxes is postponed until the foreign base company pays dividends to its 
parent.!4 In this situation, the licensor may often secure a higher immediate 
net return by stipulating that the licensee shall pay the foreign taxes on the 
license fees. 


Improvements; Maintenance of Patents 


The licensor may also require the licensee to disclose all improvements 
of the licensee and to file all patentable developments and improvements in 
the licensor’s name. Alternatively, the licensor may secure an exclusive or 
non-exclusive royalty-free license to manufacture, use, and sell under any 
such patents taken out by the licensee. 


14 Int. Rev. Cove or 1954, § 902. See Gooder and Wimmer, Taxation Advantages 
and Problems in Foreign Trade, supra p. 202. 
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It is advisable to provide which party shall pay for the maintenance 
of existing patents, renewal of trademarks, and the registration of future 
patents in the territory. The contract may provide that either the licensor 
or licensee shall bear such costs. Where such costs are for the account of 
the licensor, situations may exist where it is beneficial to provide that such 
costs shall be defrayed by the licensee through deduction from the license 
fee, or vice versa. For example, it was formerly the case in England that 
license fees could be used for such purposes even when payment of license 
fees in hard currencies was blocked. In the absence of such a clause, how- 
ever, the approval of the Bank of England was required for the licensor to 
pay such costs out of the blocked license fees. 

The provisions covering registration and maintenance of patents are 
unusually important in Germany because of the law for the compensation 
of employee-inventors.!5 This provides that the employee of an enterprise 
who has made a patentable invention which his employer is using, directly 
or indirectly, is entitled to remuneration. The amount of compensation de- 
pends on many factors. If the license agreement provides for a reciprocal, 
royalty-free license on an invention or improvement made by the licensee, 
and if it is not coupled with a provision that the licensee must register and 
maintain such patents, the licensor may be forced to pay the licensee’s em- 
ployee for his return, use of, or ownership of, the patent. 


Other Provisions 


Other common provisions in license agreements cover such incidents as 
incontestability, quality, hold harmless, infringement protection, no war- 
ranty, confidential information, term, early termination, assignment, and 
governing law, which in a typical agreement might read as follows: 


“Incontestability. Licensee recognizes the validity of Licensor’s 
patents, trademarks, and trade names and will not question at any time 
the ownership or validity of any of the patents or trademarks that it is 
licensed to use under this Agreement.” 


“Quality. (a) Licensee agrees that the Licensed Products manu- 
factured by it shall be of good quality and shall meet the standards and 
specifications of Licensor’s products in the United States and other 
countries, and shall be in accordance with all drawings, specifications, 
designs and other information furnished by Licensor under this Agree- 
ment, and any substantial deviation therefrom shall require prior ap- 
proval of Licensor. 

(b) Licensee shall, upon the request of Licensor and at its own ex- 
pense, make available samples of Licensed Products manufactured by it 
for inspection by Licensor with respect to quality, technical qualifica- 
tions, specifications, and performance.” 


15 Gesetz ueber Arbeitnehmererfindungen of July 25, 1957, [1957] Bundesgesetzblatt 
(I), 756 (Ger. Fed. Rep.). 
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“Hold Harmless. Licensee will indemnify and hold Licensor and its 
assignees harmless from any and all claims and liability for damages, 
losses or costs arising out of any patent or trademark infringement, and 
from all claims and liability resulting from or caused by defective 
Licensed Products manufactured and sold by it under this Agreement.” 


“Infringements. (a) Licensee shall use its best efforts to discover any 
unauthorized use of any of the patents or trademarks covered by this 
Agreement, and shall watch all applications for registration of patents 
and trademarks in the Manufacturing Territory to the end that patents 
or trademarks that may infringe upon Licensor’s existing or future in- 
dustrial property rights may not be registered by third parties without 
Licensor’s knowledge. 

(b) If at any time during the term of this Agreement Licensor and 
Licensee agree in writing that suit shall be brought for claims or damages 
resulting from the infringement of Licensor’s patents or trademarks in 
the Manufacturing Territory, such suit shall be brought by Licensee 
in the name of and on behalf of Licensor, and any costs and expenses 
relating to such action shall be borne in equal proportions by the parties 
hereto. Any sum or sums of money which may be collected pursuant 
to such suit, by judgment or settlement, shall be divided equally be- 
tween them. 

(c) If either of the parties desires to bring suit for the infringement 
of such patents or trademarks, it shall notify the other party thereof by 
registered letter, and if within thirty (30) days from the receipt of such 
notification the other party fails to communicate its willingness to 
participate in the said action, the party desiring to bring the suit may 
institute such legal proceeding and do everything it deems necessary for 
the effective protection of the infringed patents or trademarks, at its 
own cost and expense. Any sum or sums of money which may be col- 
lected pursuant to such suit, by judgment or settlement, shall belong en- 
tirely to the suing party, provided it holds the other party harmless from 
any and all counterclaims that may result from such action. 

(d) In the case of any legal action under this Section, Licensee shall 
make status reports to Licensor at reasonable intervals, and Licensor 
shall, at its own expense, furnish any information which it may have 
with relation to infringed patents or trademarks.” 


“No Warranty. Licensor makes no representation, warranty or 
guarantee as to the results to be expected from the performance of its 
obligations under this Agreement, or that the use of any of the inven- 
tions or improvements covered by this Agreement will not infringe any 
rights of third parties in the Manufacturing Territory.” 


ERE STROSS RO 


“Confidential Information. The parties agree that during the term 
of this Agreement and for ten (10) years after the termination of this 
Agreement Licensee will hold confidential and will not disclose to any 
third party any of the methods, techniques, or other information furn- 
ished by Licensor under this Agreement.” 
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“Term. This Agreement shall continue in effect for a period of ten 
(10) years from the date when it is finally accepted by both parties, 
which shall be the effective date of this Agreement, subject to early 
termination as provided in Section . It shall be automatically re- 
newed for subsequent terms of ten (10) years, unless either party 
within twelve (12) months before the expiration of a term of this 
Agreement notifies the other party of its desire to cancel this Agree- 
ment.” 





“Early Termination. (a) This Agreement may be terminated by 
written notice of either party upon default by the other party in the 
performance of any of the terms and conditions of this Agreement, 
unless such default is cured within sixty (60) days after written notice 
of such default; provided, however, that if the question of the existence 
of such default shall have been submitted to arbitration under the pro- 
visions of Section ____, the running of the sixty (60) days period shall 
be suspended during the pendency of such arbitration or any appeal 
therefrom. 

(b) This Agreement shall terminate upon Licensee being adjudicated 
bankrupt or insolvent or upon Licensee filing voluntary bankruptcy or 
insolvency proceedings, if Licensor so desires. 

(c) In case of early termination by Licensor due to default by 
Licensee, Licensee shall not use for a period of two (2) years the 
methods, techniques, or any other confidential information acquired 
under this Agreement.” 


A license contract is a personal undertaking, and it usually provides 
that neither party may assign its rights under the contract to third parties. 
However, taking into consideration the increasing trend of American 
companies towards centralizing their foreign licensing activities in foreign 
subsidiaries which may or may not be base companies, it is advisable to in- 
clude a provision under which the licensor may assign the contract to a 
wholly-owned subsidiary or successor in business. 

In addition to the inclusion of provisions allowing the licensor to assign 
its rights under the license to a wholly-owned subsidiary, it is often advis- 
able to include an option to terminate by the licensor. For example, the 
American licensor who negotiates a contract with a closely-held German 
company (in whose controlling group it now has confidence) should foresee 
the possibility of outside participation and include an option to cancel the 
contract if a certain percentage of the licensee’s stock is acquired by a 
third party. Recently, a competitor of an American licensor acquired a 
one-third interest in a German company and with it gained representation 
on the board of directors. The American licensor was reluctant to have its 
know-how continue to flow to the German licensee, where its competitor 
could acquire its secrets, and found itself in an untenable situation. The 
license contract did not permit cancellation under these circumstances. 

The three sample provisions on hold-harmless, patent or trademark 
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infringements, and warranty require particular mention. They are all cast 
in a form quite favorable to the licensor. Frequently, the bargaining posi- 
tion of the two parties does not secure for the licensor such favorable terms. 
In that case, the licensor may have to undertake to defend or to hold the 
licensee harmless in case of infringement suits brought against the licensee 
as a result of the manufacture, use, or sale of the licensed products. 

When the latter provision is made in a contract with a German licensee 
some thought should be given to the possibility of future reunification of 
East and West Germany, with a provision that the hold harmless obligation 
of the licensor shall extend only to infringement suits based on rights reg- 
istered in West Germany. This is important because many foreign patentees 
do not register corresponding patent rights in East Germany for fear of 
ineffective protection and the compulsory licensing provisions of East 
German law. 


Arbitration; Governing Law 


In providing for arbitration in an international agreement, it must be 
remembered that certain countries do not recognize arbitration clauses 
(e.g., Belgium, Spain, France, and Portugal), but instead require that dis- 
putants enter into a new and separate agreement to arbitrate, and depending 
on the country, it may or may not be important to specify in the arbitration 
provision what arbitration rules shall govern. 

The United States and most Western European countries allow the 
arbitrators to agree upon the rules of arbitration. However, Belgium, France, 
Portugal, and some cantons of Switzerland require that in the absence of an 
express provision the arbitrators shall be governed by the regulations of the 
nation’s code of civil procedure. The laws of each jurisdiction may also 
determine such matters as nullity of an award, judicial acceptance and en- 
forcement of an award, as well as other legal remedies. Certain international 
treaties contain provisions governing arbitration between citizens of the con- 
tracting States.1¢ 

In Germany, for example, under the Code of Civil Procedure,!? an 
arbitration clause in a contract is recognized and enforceable, provided it 
is limited to a particular and defined relationship between the parties. Thus, 
a provision that “controversies relating to or arising out of the contract” 
shall be submitted to arbitration is sufficient. Although German law re- 
quires only that an arbitration agreement be in writing with respect to a 
“trader of minor status,” the agreement is usually put in writing; and in 
Germany it is also customary to enter into a separate arbitration agreement, 
often annexed to and made a part of the general agreement. If an arbitra- 


16 Treaty of Friendship, Commerce and Navigation With the Federal Republic of 
Germany, Oct. 29, 1954, art. VI(2). 
11 Zivilprozessordnung of Jan. 30, 1877, as published on Sept. 12, 1950, arts. 1025-48. 
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tion agreement does not specifically provide for the rules of arbitration the 
parties each choose an arbitrator, and in case of a deadlock the matter is 
decided by a regular court of law. 

Set forth below is a sample of a German arbitration agreement: 


“For all controversies and disputes which may arise between Licensor 
and Licensee as a result of or in relation to the License Agreement 
entered into this same date, it is agreed that the exclusive jurisdiction 
of a court of arbitration shall apply to the exclusion of the regular 
courts of law. 

“Each party may nominate one arbitrator for the court of arbitra- 
tion. Such arbitrators shall, within two (2) weeks following their 
nomination, choose a chairman who qualifies for the office of judge 
in a regular court of law. If the arbitrators fail to agree unanimously 
on the chairman he shall be nominated by the Presiding Judge of the 
District Court of from among the judges 
of said court or the attorneys licensed to practice before said court. 

“The arbitration proceedings shall be governed by the provisions of 
§§ 1025 et seq., Civil Procedure Code. The District Court of 
has jurisdiction pursuant to § 1045, Civil Procedure 











Code.” 


An international contract should provide for the substantive law under 
which it shall be interpreted and adjudicated. In the absence of a contrary 
provision, under German law, for instance, the law of the place of per- 
formance governs. An agreement, moreover, that calls for the conveyance 
of an American manufacturer’s know-how to a foreign licensee may result 
in at least two governing laws and in case of controversy, the laws of either 
country may apply, resulting in conflict of laws and giving uncertainty to 
the rights and duties of the parties under the contract. However, some 
countries do not apply a governing law provision, if it is a foreign law. 

A typical provision would read: 


“Governing Law. The right, duties, and obligations of the parties and 
the legal effect of this Agreement shall be governed and determined by 
the law of the State of Illinois.” 


LICENSING IN GERMANY AS A PARTICULAR INSTANCE: 
IMPACT oF TAXES AND ANTITRUST 


An important requirement for effective drafting of an international 
license agreement is a knowledge of the laws and regulations of the country 
of the foreign licensee. Germany has been used as an example. It is in 
order, therefore, to complete the tax and legal picture as it pertains to a 
contract with a German licensee. 


Assets Tax, or “Vermégenssteuer” 


One of the German taxes that will apply in the case of a license agree- 
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ment involving German patent or trademark registrations is the assets tax.1® 
A registered patent or trademark will subject the licensor to a 1 per cent 
annual tax on the attributed tax value of this industrial property right. The 
attributed value is not the sales value of the right, but it is the capitalized 
value of the working of the right measured by the annual license payments, 
discounted by a deemed interest factor. 

In the past, the German revenue offices held that the annual license 
payment represented a 5.5 per cent return on the licensor’s asset, deemed 
the existence of this asset for the entire life of the patent, and imposed the 
tax accordingly. However, many revenue offices now take a more realistic 
view. They recognize that the right may become worthless before the 
patent or the agreement is due to expire and assume a return of 5.5 per cent 
for three to five years only. Thus, the impact of this tax is greatly reduced. 

Under current tax regulations, the tax authorities may instruct the payor 
to withhold the assets tax imposed on the foreign owner of the German 
patent or trademark registrations. 


Turnover Tax, or “Umsatzsteuer” 1 


This tax would next apply to license fees. On income derived from 
sales and other activities by any enterprise in Germany, a 4 per cent turn- 
over tax is levied. Granting a license for the exploitation of a right is a 
taxable activity, the nationality or domicile of the person effecting the ac- 
tivity being of no consequence. The place of activity is deemed to be the 
place where the license is used. If, however, a German licensee pays a fee 
for services performed outside Germany, there is no activity in Germany 
and the turnover tax does not apply.”° 

A recent German Tax Court case *! involved the license fees which a 
German subsidiary paid to its foreign parent company for information re- 
garding the development and improvements of the licensed products. The 
information was furnished in the form of drawings, specifications, and data 
sheets relating to the products, All research and development work was per- 
formed in the laboratories, research department, and offices of the parent 
company outside Germany. Therefore, the court held that the turnover 
tax did not apply. 

On the other hand, where the license agreement provides for the return 
of improvements to the licensor, the revenue attributable thereto is subject 


18 Vermoegenssteuergesetz of June 10, 1954, [1954] Bundesgesetzblatt (I) 137, 
Bundessteuerblatt (I) 296 (Ger. Fed. Rep.), as amended. 

19 Umsatzsteuergesetz of Oct. 16, 1934, [1934] Reichsgesetzblatt (I) 942 (Ger.), as 
amended. 

20 Durchfiihrungsbestimmungen zum Unmsatzsteuergesetz of Dec. 23, 1938, as 
amended, supra note 19, art. 7 (Ger.). 
‘a ee of March 11, 1954, V 209/53, [1954] Bundessteuerblatt (III) 152 (Ger. 

ed. Rep.). 
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to the turnover tax because under German tax law this is a service deemed 
to be performed in Germany. Where such a provision for return of im- 
provements is only precautionary and no return of know-how and patentable 
inventions is reasonably to be expected or actually occurs, the German 
revenue office may hold that this is not a taxable event. 


Income Tax, or “Einkommensteuer” 2? 


Under the German Income Tax Law, section 49, paragraph 1, item 6, 
lease and rental income to non-resident foreigners, who are taxed on German 
source income only, is taxed where the income-producing property rights 
are registered or used in Germany. Section 50(a), paragraph 4, item b, pro- 
vides for a 25 per cent withholding tax on payments made to non-resident 
foreigners for the use of or the right to use copyrights, industrial property 
rights, such as plans, designs, processes, technology, and know-how. This 
tax is raised to 33.33 per cent if the licensee bears the tax burden. Section 21, 
paragraph 1, item 3, of the German Income Tax Law, defining lease and 
rental payments, provides that payments for the use of rights such as copy- 
rights, industrial property rights, and technical know-how that are permitted 
to be used temporarily by a party constitute lease or rental payments. 

According to a leading German tax authority,?° therefore, know-how 
fees are not subject to German taxation because once communicated to a 
third-party licensee the (licensor’s) interest in such rights is “permanently” 
conveyed. The same authority believes that the contractual right to receive 
know-how is by its nature unenforceable for vagueness and, therefore, that 
the non-resident foreign licensor has no right situated, registered, or used in 
Germany. These theories have still not been litigated in Germany, but the 
German Tax Court in the turnover tax case referred to above tacitly gave its 
approval. 

Local Taxes on the Licensee 


Germany taxes the licensee as well as the licensor. Under section 8, 
paragraph 7 of the Trade Tax Law,” 50 per cent of the license fees paid by 
the licensee for the use of rights of the licensor are added back onto the 
licensee’s income for tax imposition purposes, within the limitations of this 
section. The local tax rates differ with the municipality but average 13 per 
cent, in which case the German licensee would in effect pay a 6.5 per cent 
tax on his payments for the use of rights under the license agreement. The 
German Tax Court in a relatively recent decision 75 ruled that license fees 
paid for a right, be it registered in Germany or not, are subject to this tax. 


22 Finkommensteuergesetz of 1958, as published on Sept. 23, 1958, [1958] Bundes- 
gesetzblatt (I) 673 (Ger. Fed. Rep.). 

28 ScuMiITz, COMMENTAR ZUM INTERNATIONALEN STEVERRECHT Der BUNDESREPUBLIK 
DEUTSCHLAND 824-25 (1957). 

24 Gewerbesteuergesetz of Dec. 19, 1957, [1957] Bundesgesetzblatt (I) 1871, in the 
revised form of Nov. 18, 1958, [1958] Bundesgesetzblatt (I) 755 (Ger. Fed. Rep.). 
25 Bundesfinanzhof Urteil, Dec. 6, 1955, I 128/54. 
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The same law imposes a local capital tax, also called “trade capital tax,” ** 
on the assets of an enterprise. A right that is registered and licensed to be 
used in Germany is considered an asset of the licensee and taxed, provided 
that the combined value of all assets leased by the enterprise and such 
licensed rights amounts to more than DM 2.5 million.?7 

This outline of the German tax laws demonstrates the importance of 
clearly dividing the fees payable to the non-German licensor by drafting 
separate agreements for technical assistance, with emphasis on the rendition 
of services outside Germany, and for industrial property rights that are 
registered and used in Germany. 


Antitrust Law, or “Gesetz gegen Wettbewerbsbeschrankungen” 8 


The German Antitrust Law of July 27, 1957, is more liberal than its 
American counterpart and is in fact a law to control cartels rather than an 
antitrust law. Under that law, a license agreement for the acquisition or use 
of patents, registered designs, or trademarks and trade names is null and 
void if the contract imposes upon the acquirer or licensee restrictions that 
go beyond the scope of the protection afforded by the registration. How- 
ever, restrictions pertaining to the type, scope, quantity, territory, or the 
period of use of a protected right are valid because they do not exceed the 
scope of protection, provided the seller or licensor imposes such restrictions 
for the purpose of securing the best exploitation of his rights. 

The licensor may under German law require the licensee to sell the 
licensed product for a fixed price. It may require the licensee to grant back 
inventions for improvements or application as well as to exchange technical 
know-how, provided these provisions are reciprocal. Under German law, 
moreover, the licensor may impose restrictions on the licensee with respect 
to competition in markets outside Germany. However, none of the fore- 
going restrictions may extend beyond the expiration of the protected right 
that is acquired or used by the licensee. 


CONCLUSION 


The significance of research in industry and science is aptly expressed 
in the recently coined term, “the Industry of Discovery.” *® It is this 
industry of discovery in the United States which dictates an ever accelerating 
productivity and creates an ever increasing return for the nation. 

Thanks to this American industry, contracts with foreign licensees are- 
rarely terminated prematurely, because the foreign licensee is the recipient 


26 “CGewerbekapitalsteuer,” $§ 12 and 13 of Gewerbesteuergesetz, supra note 24. 

27 Gewerbesteuergesetz, supra note 24, § 12(2)2. 

28 [1957] Bundesgesetzblatt (I) 1081 (Ger. Fed. Rep.). 

29 Slichter, Paper Presented at the Conference on Research and Development and Its 
Impact on the Economy (Washington 1958). 
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of a constant flow of know-how and technology produced by this industry 
of discovery. 

Foreign countries may endeavor to exclude American-made goods from 
their markets, they may discourage the presence of American personnel, 
but the broad claim may be made that nearly every nation welcomes 
American know-how. 

The American technological progress helps to supply people with better 
products at a lower cost. It gives them purchasing power by creating new 
industries and work opportunities. It is the transfer of the American know- 
how to foreign industries which sparks the development of their own in- 
dustry of discovery. It is one of the strongest links in the chain joining the 
nations of the free world. 
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Counsel for a pioneer in foreign operations points up basic considerations . . . 


“Dollars now earned in the United States are high cost dollars. 
To invest these dollars abroad successfully requires intensive 
planning and investigation. There is real risk involved.” 


OPERATING A CORPORATE 
ENTERPRISE ABROAD 


BY DAVID G. MOYER* 


A COMMENT THAT IS HEARD with increasing frequency is that 
United States producers are pricing themselves out of foreign markets be- 
cause their prices are no longer competitive in world markets. 

World trade suffered a decline in 1958, but it is a fact that the United 
States export rate dropped substantially below the average for the rest of 
the world. It is probably too early—and entirely too easy—to blame pricing 
alone for the 1958 decline, for in our traditional Latin-American markets 
our exports, with a few exceptions, held firm in 1958. The fact is that the 
market is becoming more competitive, but price is only one factor. Quality, 
service, and salesmanship enter into the picture also, and each needs to be 
examined by the producer in turn to see how he can improve his competitive 
position. However, where high production costs and non-competitive 
pricing are shown to be the dampers on export trade, increasing numbers 
of American producers will consider engaging in the manufacture of their 
products abroad in order to cut costs. This may be a primary consideration, 
but it is obvious that other advantages follow in its wake. A principal one 
is assurance of a more secure position in the local foreign market by be- 
coming a part of its business community. Another is production in the 
market, which allows production to be adapted to local needs and tastes. 

For those American producers not yet engaged in foreign trade, it is 
becoming more and more apparent that a tremendous market potential exists 
in the overseas free world. The per capita income of what we generally 
consider countries much less developed than the United States is growing 
at phenomenal rates. The non-communist world offers a potential market of 


* DAVID G. MOYER. Vice-President and General Counsel, International 
Harvester Company, Chicago. 
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over 1.5 billion persons. We have seen in our own country how the increas- 
ing standard of living has resulted in our national prosperity. It is well worth 
considering, then, both from the entrepreneur’s point of view and from 
that of our national interests, whether to engage in overseas production. 

How does a United States firm enter the international market? What 
methods may be used? What type of financing may be required? What is 
the impact of United States tax on income earned abroad? What are the 
risks involved? 


MeErTHops OF ENGAGING IN FOREIGN TRADE 


There are several basic methods of engaging in foreign trade. The most 
simple method is to sell goods of the United States to independent customers 
of other countries, f.o.b. factory or port of delivery in the United States. 
Generally, in this type of transaction only the laws of the United States 
are involved. This method, however, is also the most fundamental for it is 
seldom that an enterprise is established abroad without some experience 
having first been gained in this manner. This experience is quite valuable 
in determining the potential of foreign markets for the product, the prob- 
lems involved in servicing the product, and the availability of facilities and 
personnel to market it. 

As the result of the experiences gained in thus selling its products, a 
United States corporation may determine that it is desirable to create a 
permanent establishment abroad in order to provide adequate service and 
sales facilities necessary to meet competition. This permanent establishment 
is usually operated as a branch of a United States corporation or as a sub- 
sidiary incorporated in the foreign country. 


Operating Through Foreign Branches 


In general a United States corporation is subject to United States taxes 
on all of its profits, including those of its branches located abroad, whether 
or not the branch profits are actually remitted to the United States. At the 
present time, under a Department of the Treasury ruling,! the payment of 
United States tax on such branch profits may be postponed when the 
profits are “blocked” and therefore cannot be remitted. This Treasury 
ruling may be revoked or modified at any time to the detriment of the 
taxpayer, and this situation thus creates an area of uncertainty. However, 
a corporation may find it advisable to begin with foreign branch operation, 
especially if, in the early stages, it expects to incur losses, for such losses 
may be used to offset earnings in the United States. Additionally, a United 
States oil company or other natural resource company may decide to operate 
through a branch in order to receive the benefit of the depletion allowances 
provided in the Internal Revenue Code.? 


1 Mimeo. 6475, 1950-1 Cum. Butt. 50. 
2 Int. Rev. Cope or 1954, $§ 611-16. 
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Before making a decision to operate through branches, a careful ex- 
amination should be made of the laws of the country in which the branch 
is to be located, inasmuch as a United States corporation which so operates 
becomes subject to the jurisdiction of a foreign government.’ 

After experience has proved the success of a branch operation, it may 
be advisable, depending upon the product involved and the situs of opera- 
tion, to change over to a Western Hemisphere Trade Corporation or to 
incorporate the branch as a foreign corporation. 

If the situs of foreign operations is in the Western Hemisphere the 
branch property may be transferred to a subsidiary domestic corporation 
qualifying as a Western Hemisphere Trade Corporation under the Internal 
Revenue Code.* The branch may be operated as a branch of the Western 
Hemisphere Trade Corporation, but its profits would be subject to tax at 
a rate which is 14 percentage points less than the regular United States 
corporate rate, or 38 per cent, based on the present rate of 52 per cent. 

The principal legal problems involved in operating through a Western 
Hemisphere Trade Corporation are the requirements necessary to qualify 
as such, one of the most difficult of which is the ascertainment of “gross 
income derived from sources without the United States.” 5 

For the purpose of this article it will suffice to say that at the present, 
where personal property is purchased within the United States and sold 
outside of the United States, the determination of the source of income from 
the sale of such property depends upon the place where title to the property 
passes to the purchaser.® 


Operating Through Foreign Subsidiaries 


Due to a variety of factors it may be considered advisable to incorporate 
subsidiaries abroad. For example, a country usually has a more cooperative 
attitude toward a business carried on through local incorporation. There 
are other advantages which will be discussed. 

There are two general types of organization of foreign corporation 
subsidiaries: (1) a foreign subsidiary operating only in the country of in- 
corporation, and (2) a foreign subsidiary operating through its branches 
or its subsidiaries, or both, in various countries, and which may or may not 
operate in its country of incorporation depending largely on the tax laws 
of such country. 

A corporation organized in a foreign country, where taxes are lower 


3See Kelso, Check List of Legal Problems in Considering Foreign Investment, 
infra p. 416. 

*Int. Rev. Cope or 1954, § 611. 

51d. § 921. 


® Fast Coast Oil Co. v. Commissioner, 31 B.T.A. 558 (1934), aff'd, 85 F.2d 322 
(Sth Cir.), cert. denied, 299 U.S. 608, 57 Sup. Ct. 234 (1936). See Gooder and Wimmer, 
Taxation Advantages and Problems, supra p. 202. 
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than in the United States, can refrain from declaring dividends and thus 
build up funds for expansion of its facilities. This is true in either type of 
organization. Of course, when such a corporation remits dividends to its 
United States parent, the dividends are subject to United States tax. 

An advantage of a foreign subsidiary operating only in the country of 
its incorporation may be the benefits available under the United States tax 
treaty if one has been concluded with that country.? Generally, these 
treaties provide for a reduced rate of dividend tax withholding, and these 
benefits may not be available to a subsidiary of a subsidiary. 

In recent years a number of countries have enacted laws to encourage 
local incorporation by granting tax exemption or other benefits. Income 
tax rates may be very low or exemption may be given on all income earned 
from sources outside the country. These inducements have encouraged the 
second type of foreign corporation referred to above, commonly referred 
to as “Foreign Base Corporations” or “Tax Haven Corporations.” The 
principal advantage of operating under such form of organization is the 
ability to accumulate profits abroad for further expansion without the 
penalty of United States tax. 

As a consequence of the popularity of the foreign base corporation 
there has been considerable argument that Congress should enact legislation 
to permit a domestic corporation to operate in a similar manner. A bill has 
recently been introduced by Representative Boggs of Louisiana to provide 
that the tax on the income of a domestic corporation qualified as a “World 
Trade Corporation” be deferred until dividends are declared to its stock- 
holders.® 


EsTABLISHMENTS IN LEss INDUSTRIALIZED COUNTRIES 


As a consequence of the explosion of ideas, upheaval of populations, 
and tremendously increased facilities of international communications which 
have occurred during and since World War II there has been created not 
only a desire but also a demand on the part of the peoples of all countries 
for a higher standard of living. This demand is naturally more intensified 
in the less industrialized countries. The governments of such countries, in 
order to satisfy these demands, have attempted in many ways to foster, en- 
courage, and sometimes to force immediate industrialization.® 

Regardless of the general desirability of these programs and the very 
human sympathy with which one may regard the efforts of the less in- 
dustrialized nations, the problems involved, both legal and practical, are 
staggering, and this is especially true to one accustomed to the capitalistic 
or free enterprise system such as prevails in the United States. 


™See Gooder and Wimmer, supra note 6, at 206. 
8 H.R. 5, 86th Cong., 1st Sess. (1959). 
®See Dillon, United States Foreign Trade and Investment Policies, supra p. 107. 
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In the case of the durable products industry, “overnight” development 
in any country, historically, has not been attained. This was true even in 
the case of Russia, where the present form of government has been in exist- 
ence for over forty years, and without elaboration of the fact, a significant 
beginning of heavy product manufacture had taken place there several years 
prior to the revolution of 1917. 

The typical underdeveloped country may boast a fine nucleus of 
highly educated individuals, who have, however, quite understandably had 
no opportunity to make practical application of their theoretical knowledge. 
There is unlikely to be any considerable group of highly trained, skilled 
technicians capable of performing the most rudimentary manufacturing 
operations. In this situation a government of such a country may attempt 
to enter into negotiations with a foreign company, perhaps a United States 
corporation, to start a manufacturing operation within its country. 

Being a private company, a United States corporation very likely would 
be interested in knowing whether, if it used its stockholders’ assets and 
know-how to establish such a project, a reasonable profit over the “long 
haul” could be expected, taking into consideration all of the risks involved, 
including one that has not been mentioned heretofore, namely, the po- 
tentiality of use and sale of the product in the country of manufacture. 
A primary purpose of such manufacture, from the viewpoint of the par- 
ticular country, should be to enable such country to preserve its foreign 
exchange, to develop its natural resources, and to provide jobs for its 
people, with resulting higher standards of living. It may develop on in- 
vestigation that no components, or at least very few, may be obtained or 
manufactured locally, that practically all of them must be imported from 
the United States. This would cause a considerable increase in the cost of 
manufacture or assembly. As a matter of fact, ofttimes it is discovered that 
it would actually be far cheaper on a dollar and cents basis to import the 
complete product. 

It is obvious, under these conditions, that any products manufactured 
or assembled could not, at least, be sold in markets outside the country of 
manufacture in competition with articles manufactured in other countries. 
Unless the potentiality of use and sale of the product within the proposed 
country of manufacture is sufficiently great to justify a protected status, 
it would seem to be better economics to refrain from such proposed opera- 
tion. A protected status or subsidy, under such circumstances, can be 
scarcely justified unless a country’s defense is involved. Notwithstanding 
the economics of the particular case, extreme pressure, even to the point of 
threatening the blacklisting of its products, is sometimes applied against a 
corporation to induce it to set up a particular manufacturing project. 

All of this may sound frustrating. It may appear to be the reflection 
of a defeatist attitude. But it is not so intended. The point here is simply: 
Perhaps a country—like man—must learn to crawl before it walks and to 
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walk before it runs. Any country that has achieved a state of industrializa- 
tion has done so by gradual stages. The process may, of course, be speeded 
up somewhat depending upon the resources available, and the energy and 
intelligence exercised. 

To look at the other side of the coin—there are many instances where 
the thoroughgoing cooperation of host country and manufacturer, based 
on mutual confidence and the desire of both to attain the same end result, 
has resulted in the establishment of a graduated but successful manufactur- 
ing program under which both parties benefited. 

An agrarian country desiring to attract foreign investment in manu- 
facture should take a good hard look at its laws to see if they are designed 
reasonably to enable a manufacturer to operate smoothly and efficiently. 
Onerous and peculiar laws concerning customs, taxation, ownership, and 
temporary use of non-residents are common. This is not stated in the belief 
that any law should be changed to the detriment of the country, but on the 
contrary, that reasonable working rules should be permitted for the ultimate 
benefit of the country. The business climate should be made as attractive 
as possible. Arbitrary interference, bureaucratic red tape, and interminable 
official delay should not be tolerated. On the other hand, it should be under- 
stood that a corporation or its subsidiary should attempt in every way 
possible to obey all the laws and become a good citizen of any country in 
which it operates. 


Tue Impact oF UNITED States Economic A1p 


The foreign aid program of the United States is designed to attain at 
least three objectives in the countries of the free world: (1) the immediate 
relief of hunger and privation, (2) the bolstering of defense, and (3) the 
preservation of independence.!® As an important aid to these objectives it 
has been considered appropriate to assist and encourage other countries by 
means of grants of money to develop their resources, to establish industry, 
and thus to increase their general standard of living. Money has been fur- 
nished for the purpose of building highways, dams, and electric power 
projects. Land clearance has been encouraged. In some instances, aid has 
been granted to establish industry. According to the public press some 
projects have been successful, others have not. The charge has been made 
that United States tax dollars have been used in some instances in such a 
manner as to encourage statism, rather than the private enterprise system. 
Although it would be preferable that power and communication projects 
should be in the hands of private enterprise, the building and completion 
of projects such as roads, bridges, and flood control should be considered 
an encouragement and aid in the development of private enterprise in both 
agriculture and industry. But, again, such development cannot take place 


10 Td. at 113. 
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“overnight,” and it would seem more in the interests of the United States 
actively to encourage private ownership and control of both agriculture 
and industry. 

A substantial part of the dollars used in the foreign aid program is spent 
in the United States for supplies, materials, machinery, and equipment 
necessary for use in building foreign aid projects. This money is spent 
under United States governmental rules and regulations which occasionally 
give rise to legal and practical problems. These regulations are designed to 
prevent waste and corruption and the objectives of such regulations are 
therefore sound and proper. Most of the problems arise in the country of 
destination of the goods and involve compensation for the necessary servic- 
ing of the product and proper instruction as to its use and care. 


Tax ProBLlemMs 


In the past twelve or thirteen years, since the end of World War II, 
statistics show a rapid increase in foreign investment. A substantial portion 
of this investment has been made for the purpose of developing natural 
resources such as oil, iron ore, and other minerals. As to manufacturing 
enterprises, it seems reasonably clear that no comparable increase in addi- 
tional investment has been made through direct capital outflow from the 
United States. In those highly industrialized countries in which a sub- 
stantial initial investment was made prior to World War II, the additional 
investment since the war to a large degree has come from earnings retained 
in the business and from local borrowings of foreign subsidiaries. 

There may be a reason for this. Prior to 1940 the United States tax 
rate on corporate income was less than 20 per cent.!! In those years an 
American corporation considering the advisability of investing capital in a 
foreign enterprise was usually more concerned with the tax payable to the 
foreign country than it was with the tax which would be payable to the 
United States on dividend income remitted. The foreign tax rate was usually 
high enough that the American parent would receive an offset for nearly 
all of the United States tax due on the dividend remittance. At present, 
however, the United States parent pays a tax at the rate of 52 per cent upon 
dividends remitted by its foreign subsidiary. To the extent the foreign tax 
credit does not equal 52 per cent, the additional tax will be paid in this 
country. 

It is obvious that many factors must be considered before a decision is 
made to do business abroad and the matter of taxes is only one factor. Their 
effect, however, not only in the country where the business is done, must 
be considered, but the impact of United States taxes on income earned 
abroad must also be reviewed. 


11In 1939, the tax rate on corporate income was 19%. 
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FINANCIAL PRoBLEMS 


Dollars now earned in the United States are high cost dollars. To in- 
vest these dollars abroad successfully requires intensive planning and in- 
vestigation. There is real risk involved. For example, nationalization may 
take place, a revolution may change the rules, or other events may occur 
which may imperil the safety and security of the investment. The risks 
involved become very real when it is remembered that starting with the 
period of the Russian Revolution in 1917 and continuing to the present time, 
a number of nations have confiscated, appropriated, and nationalized invest- 
ments of foreigners, if not of their own nationals, in some instances with 
little or no compensation. 

There are few countries in the world today that have not had, or for 
that matter do not now have, difficulty in obtaining dollar or other hard 
currency exchange for the purchases abroad of durable and consumer 
products necessary to the economy of such countries. 

If a particular country is dependent largely for the creation of its 
dollar reserve on the sale of specific commodities and the world price of 
the commodity declines, there is naturally a reduction in the dollar reserve 
of such country. If the reduction in price is drastic, there must eventually 
be a corresponding drastic reduction in the dollar purchases made by the 
citizens of that country. 

In such a situation there is an immediate scramble for dollars. If the 
unit of local currency was 5 for a dollar, the competition for dollars may 
be so great the price may go up to 10, 20, or 30 to the dollar, or even more. 
Such confusion only makes a bad situation worse. As a result, it is usual 
that controls are placed on the amount and type of purchases made abroad 
and the official rate of exchange may be enforced. An attempt may be made 
to limit purchases to articles of necessity or to machinery designed to in- 
crease the productivity and efficiency of the country. Swap transactions of 
certain types may be permitted. For example, purchases of a certain type 
may be made provided the United States seller takes in exchange an amount 
equivalent in value of a product of the other country. Additional dollars 
may be obtained by means of a switch transaction, which is an enlargement 
of the swap idea, but may involve the products of several countries before 
the dollars are obtained with which to make a purchase in the United States. 

It can be appreciated that under the above circumstances the remission 
of a dividend by a subsidiary to its United States parent is difficult and 
sometimes impossible, and this in turn understandably dampens the en- 
thusiasm for investing more dollars earned in the United States for desirable 
expansion projects of the subsidiary. 

If the above-described condition exists, and it is the belief of the parent 
corporation that over a period of time the condition will be corrected, 
every effort will probably be made to obtain the necessary capital for de- 
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sirable expansion projects. The dividends that cannot be remitted may be 
capitalized. Perhaps some dollars may be furnished from the United States 
and perhaps some funds may be borrowed in local currency. 


SALES PRoBLEMS 


Increasing competition from abroad is being encountered in foreign 
markets, For example, 1958 exports of automotive products (principally 
buses) to Cuba and Argentina were lower, owing in part to increased 
competition from other countries. It may be made possible, in part, by the 
use of cheaper labor and materials and in part by governmental subsidy, 
either directly or by means of tax incentives. Artificial tariff barriers play 
a part. Anti-dumping acts have their effect: These operate unfavorably 
as to high standard-of-living nations, like the United States, and favorably 
as to low standard-of-living nations. Most anti-dumping statutes provide, 
generally, that a product cannot be imported into a country at a price which 
is less than the price for which it is commonly sold at home to a like or 
similar customer. The importation penalty is usually the difference between 
such prices. It is obvious, then, that a United States corporation exporting 
from the United States is at a disadvantage in competition with the same 
exports from a country having a lower standard of living. 

The creation of the Common Market in Europe (European Economic 
Community) ?? will have noticeable effects on competition. There will be 
an advantage for corporations having subsidiaries within the countries of 
the Common Market, i.e., Belgium, Netherlands, France, West Germany, 
Luxemburg, and Italy. If the Free Trade Area should be agreed upon, as 
advocated by the United Kingdom, the area of advantage to those operating 
within the Zone will be enlarged. It has also been proposed by Dr. Milton S. 
Eisenhower that a common market, or perhaps initially, regional common 
markets, be encouraged for Latin America.!* 

These are all moves having for their object the breaking down of tariff 
barriers between the countries of the market, thus enlarging the market for 
the region’s production and making it more efficient with competition out- 
side of it. They will pose competitive problems for the United States 
corporation operating outside the market and legal problems for any United 
States corporation operating within it. There may be antitrust implications 
which, however, are not yet clear, but may possibly result from a United 
States firm within a common market participating in the “division of labor” 
and division of markets within the region. 

Corporations located outside of the British Commonwealth may be at 
a disadvantage when competing for sales to those countries by reason of the 


12 Treaty of Rome, signed March 25, 1957. 
18M. Eisenhower, United States-Latin American Relations, 1953-1958, Report to 
the President, 40 Dep’r State Butt. 89, 98 (1959). 
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empire preferences, and this may point to the desirability of establishing 
a manufacturing operation of a United States corporation within the Com- 
monwealth in order to compete effectively. 

Legal problems arise in connection with sales to the Iron Curtain 
countries. Present United States policy imposes an absolute embargo against 
all shipments to Communist China and North Korea.1* This embargo is 
effective also as to foreign subsidiaries of United States corporations although 
countries in which these subsidiaries operate do not have the same embargo, 
and in fact encourage such shipments. As a result, criticism is sometimes 
expressed by these countries of this United States foreign policy which in 
effect they see as overriding their own with respect to products manu- 
factured within their borders. This is notably true in the case of Canada. 

The Transaction Control Regulations of the United States Treasury 
Department !* have the effect of forbidding any foreign establishment, 
branch, subsidiary, or licensee which is owned or controlled by a United 
States company, from engaging in any transaction which involves the direct 
or indirect shipment of a specified list of commodities, known as the Positive 
“A” List, from any foreign country to a communist-bloc country.1”7 The 
same conflict of policy problems arises as in the case of the embargo. 

A perceptive analysis recently made of United States trade with Latin 
America during 1958 emphasizes very well the basic problems encountered 
in the less developed countries. In examining the 1958 drop in exports to 
Latin America this study states that adjustments have been made by Latin- 
American countries to limit external expenditures to foreign exchange re- 
ceipts. The report concludes: 


“The long-run growth in world demand for many Latin American 
export products, particularly foodstuffs, is slow, and competition from 
other sources of supply has to be reckoned with. With prices of some 
of the major export products not rising, an increase in the per capita 
standard of living of the countries producing them will depend, even 
more than during the years since the end of the Second World War, 
upon investments required to increase production directly for consump- 
tion within the area, to develop new export industries, or to expand 
production of those goods for which export demand continues to rise. 
This requires increased efforts to stimulate domestic capital formation, 
to direct it into the most productive channels, and to attract capital 
from abroad.” 18 





1431 CFR. § 500.201(d) (Supp. 1958). 

15 One has only to recall the furor recently occasioned by the prohibition by the 
USS. parent of the Canadian subsidiary’s sale of automotive equipment to Red China. 

1631 CFR. pt. 505 (Supp. 1958). 

1715 C.F.R. § 399.1 (Supp. 1958). 

18] ederer and Culbertson, United States Balance of Payments With Latin America 
During the First Three Quarters of 1958, 40 Dep’r State Butt. 300, 305 (1959). 
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This is the challenge to American business—and the opportunity— 
offered in Latin America. The same is true of other areas in the world. 


CONCLUSION 


An operation abroad brings with it the impact of unfamiliar legal 
systems and the complications of language and customs. Legal decisions 
must take into consideration both local law and United States law as well 
as the general policies of the parent company. Local counsel of necessity 
must be consulted and his advice carefully considered, especially if there 
is an apparent substantive conflict in certain areas between local law and 
the law of the domicile of the parent corporation. 

It should be emphasized that engaging in foreign operations is not a 
matter of moving down a one-way street. Beyond the obvious fact that we 
must buy in order to sell, this has another important meaning: Many sound 
ideas originate from abroad and filter back to the parent company. If the 
subsidiary derives benefit from the ideas and know-how of the parent, so 
does the parent derive benefit from the ideas and experience of the sub- 
sidiary. 

An American businessman has well stated the attitude which should 
characterize the overseas operation: 


“Today, a successful foreign activity of an American business is likely 
to be one that, for its own long-range good, concentrates upon its eco- 
nomic obligations as well as its opportunities. In so doing it adapts 
itself to the existing social organization, and involves itself in social or 
governmental activities to the minimum extent necessary. . . .” 1° 


19 Smith, Altruism Pays: The Role of U.S. Business Abroad, in Tue Art or Over- 
SEASMANSHIP 31 (Cleveland and Magone ed. 1957). 














The other side of the coin... 


“The foreign businessman entering the American market... 
deserves no special privileges, but he has a right to expect 
relative equality of treatment with that accorded local capital 
in business and tax matters. He is entitled to the same pro- 
tection of bis person and property, access to the courts, and 
capacity to contract as that enjoyed by United States citi- 
zens.” 


FOREIGN BUSINESSES OPERATING 
IN THE UNITED STATES 


BY SMITH THOMPSON * 


WE ARE CONCERNED HERE with the legal problems of foreign 
corporations, partnerships, and other entities which have part or all of their 
operations in the United States, but which are controlled from abroad and 
look to foreign nationals for their ultimate direction. Most of their legal 
problems are the same as those of American businesses expanding their 
operations into sister states. The lawyer with a business and tax law prac- 
tice is accustomed to dealing with those problems. The peculiar problems 
of foreign clients, arising out of their alien origin, are the problems we will 
discuss here. 

Practically nothing has been written in the law reviews about foreign- 
controlled businesses operating in the United States. A great deal has been 
written about United States businesses operating overseas, from which the 
lawyer might glean some suggestions as to how to approach certain prob- 
lems in this country. Because the subject is a broad one, this article is 
written as a lawyer’s checklist and guide to further reading rather than as 
a full discussion of the law. Perhaps it will also serve as a source of sub- 
jects for much more detailed treatment in later articles. 


CurieENT’s History 


The lawyer undertaking to advise a foreign client should obtain a 
complete description of the client’s home business, its development, its 


* SMITH THOMPSON. Attorney at Law, Chicago. 
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competition, its policy, and its peculiarities. This information will indicate 
the financial situation of the client, whether the business is subject to sharp 
ups and downs, whether technology is important to the business, whether 
the move into the United States is by way of expansion or diversification, 
and in general, whether the client is ready for the United States market. 

In his enthusiasm to represent a new business client, the lawyer should 
not overlook the fact that the foreign principal may remain beyond the 
territorial jurisdiction of United States courts and either carry on activities 
here which do not constitute doing business, or set up a subsidiary which is 
relatively judgment-proof. Enforcing judgments abroad is expensive. The 
lawyer will be called upon not only to extend credit for legal work done, 
but to extend his good offices on behalf of the client to an extent to which 
he may not be accustomed. He is often the only United States citizen in 
the picture. Business references must be obtained, cross-checked, and kept 
current. 

Inadequacy of communication will remain the lawyer’s greatest prac- 
tical obstacle in representing foreign clients. The client should be ready 
to translate conveniently and accurately the lawyer’s communications, or 
to read them in the original. The lawyer will have trouble enough explain- 
ing legal terms and working with technical vocabularies without attempting 
to translate them into his client’s language. The American language should 
be the “official” language in their dealings. 


Pre-ENtTRY SURVEYS 


An economic survey should be made by a competent organization 
specializing in this work in the United States. This survey will cover a 
number of items, including cost differences, market resistance, and technical 
problems such as availability of technical personnel for servicing and sales, 
availability of unloading facilities for heavy goods, and conversion from 
metric measurements to American standard measurements. 

One important matter is the client’s prior record in the United States. 
Americans are especially systematic in keeping detailed records of past ex- 
perience with foreign businesses. These records are kept by chambers of 
commerce, banks, credit bureaus, better business bureaus, the United States 
Customs Bureau, trade associations, and leading business competitors. If 
possible, information should also be obtained on the past business experience, 
methods of financing, and particular problems encountered by similar 
foreign businesses in the United States. For instance, the reputation for 
quality maintained by a particular industry in the home country can have a 
decided impact on the public acceptance in the United States of competitor’s 
products imported from that country. 

The legal survey should review basic matters such as government con- 
trols, public policy problems, pertinent legislative proposals and trends, and 
the policies behind our business, tax, and commercial law. It should also 
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discuss any legal problems which may have been raised by the economic 
survey. 

When the client decides to enter the United States market, he will 
discuss many details with his professional advisers. The client’s general 
counsel in the home country will be in close liaison with the American gen- 
eral counsel. The American general counsel will rely on the client’s foreign 
legal counsel for interpretations of the foreign law affecting the operation 
here. He will obtain a good banker, a good accountant, and a good local 
lawyer in the locality where his client plans to operate. The general coun- 
sel will usually be the “local lawyer,” but whether he is or not, he will co- 
ordinate the work of these advisers and see that they confine their advice 
to their own fields of concentration. The general counsel should be ex- 
perienced in the problems of business clients and have the ability to ex- 
press himself in writing to the foreign layman unfamiliar with our system 
of government and laws. He should be familiar with the business law of 
the client’s country ! so as to be able to point out differences in laws here 
and abroad. He must maintain a constant review of the changing legal, 
political, and economic scene for items of interest to his client. He acts as 
a “commercial consul” as well as general counsel to his client. 


“Donec Business” 


Some foreign businesses operate in the United States but do not “do 
business” here in the legal sense. For example, a foreign business may main- 
tain a local office to solicit orders for acceptance abroad without “doing 
business” here. Other foreign businesses carry on operations in a state, such 
as manufacturing, which constitute “doing business” there in the legal sense. 
This article deals with both types of operation. 

Since the question of whether or not the client will be “doing business” 
here is so important from the standpoints of corporation law and tax law, 
some general principles are discussed here for guidance throughout the 


paper. 
A business which is “doing business” in one of the states for purposes 
of qualification will necessarily be “engaged in trade or business within 


1 Libraries of foreign and comparative law works are available at Harvard, Yale, 
Columbia, Illinois, Northwestern, Michigan, and Minnesota Universities and the Los 
Angeles County Law Library, among others. The University of Miami collects works 
on Latin-American law. 

For a discussion of the attitudes of foreign governments toward American business 
abroad, see Fayerweather, Lawyers, Foreign Governments and Business Abroad, 44 
Va. L. Rev. 185 (1958). The volumes produced to date by Columbia University’s 
Parker School of Foreign and Comparative Law Bilateral Studies in Private International 
law are: No. 1, Nussbaum, American-Swiss (1951); No. 2, Delaume, American-French 
(1953); No. 3, Kollewijn, American-Dutch (1955); No. 4, Domke, American-German 
(1956); No. 5, Eder, American-Colombian (1956); No. 6, Ehrenzweig, Frapistas and 
Yiannopoulos, American-Greek (1957); No. 7, Philip, American-Danish (1957); and 
No. 8, Cowen, American-Australian (1957). 
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the United States” for federal tax purposes. If it is engaged exclusively in 
foreign commerce, it cannot be doing business in any state for either pur- 
pose. For example, a French glove manufacturer selling gloves in France 
for shipment to Illinois is engaged in foreign commerce, even if the order 
was sent to the company by its United States sales solicitor who cannot 
legally bind the company. The fact that business is being done in a state 
so as to require qualification is not necessarily determinative of the federal 
tax question,? but it is difficult to imagine an operation in which one could 
do business here for tax purposes without doing business here for qualifica- 
tion purposes. 

If the glove company sells its gloves in New Jersey from a stock 
regularly kept there, for shipment to Illinois, it is engaged in intrastate com- 
merce in New Jersey, but in interstate commerce ® as to Illinois. The State 
of New Jersey may regulate its activities, but the State of Illinois may not, 
except in certain ways complementary to the federal government’s right to 
regulate interstate commerce.* It can be required to qualify as a foreign 
corporation in New Jersey, but not in Illinois, and it is obviously engaged 
in United States business for federal tax purposes. 

These concepts should be explained to the client. If the client will be 
“doing business” within any state, the distinctions between doing business 
for purposes of service of process, qualification, and taxation should also be 
explained to the client.® 

Two general rules govern the lawyer’s analysis of the client’s activities. 
First, the “doing business” rules in each state apply with equal force to alien 
corporations or United States corporations,® and they also apply, in a looser 
way, to non-corporate enterprise operating in a state.’ Second, the rules 
announced in “doing business” qualification cases generally apply also to 
similar fact situations in “engaged in trade or business within the United 
States” federal tax cases. For instance, if a question arises as to whether or 
not an alien corporation keeping a bank account in the United States is 
thereby engaged in trade or business within the United States for federal 


2 Although there may be no real difference, the question would be considered from 
the “tax law” standpoint, rather than the “corporation law” standpoint. 

3In the unhappy event the client demands to know what commerce is, he might 
be satisfied with Justice Marshall’s statement that, “Commerce undoubtedly is traffic, 
but it is something more, it is intercourse.” Gibbons v. Ogden, 22 U.S. (9 Wh.) 1 (1824). 

“The Congress shall have Power . . . to regulate Commerce with foreign Nations 
and among the several states. .. .” U.S. Const. art. I, § 8. 

5The client will probably be accustomed to dealing with the law of a single 
jurisdiction. In its operations in the United States, the law of from one to fifty-one 
jurisdictions will require analysis. 

® Liverpool Ins. Co. v. Oliver, 77 U.S. (10 Wall.) 566 (1870). 

™For example, Illinois requires non-corporate commercial enterprises to register 
with appropriate county clerks under the “assumed name” statute, Itt. Rev. Stat. c. 96, 
$ 4 (1957). 
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tax purposes, and no case directly in point can be found, a case of a United 
States corporation keeping a bank account in a sister state may be used as 
authority in determining the question.’ By following these two rules, the 
lawyer can consider the nuances of his client’s American operation against 
a background of many cases already decided in state and federal courts. 

The question may arise whether the ownership by an alien entity of a 
corporation which does business in a state brings the alien entity into the 
state. The answer probably lies in the law of agency. If the corporation 
is only an alter ego of the alien entity and can act on its behalf so as to bind 
it contractually, the alien is present in the state. Mere ownership of stock 
in the corporation does not automatically confer this power to act for the 
owner.® The leading case on this subject is Cannon Mfg. Co. v. Cudahy Co.,'° 
where the Cudahy Company completely dominated and controlled its 
wholly-owned subsidiary, although separate books were kept for each 
corporation. Justice Brandeis held that process could not be served on the 
parent by serving the subsidiary, saying, “The corporate separation, though 
perhaps merely formal, was real. It was not pure fiction.” 14_The Cudahy 
rule was followed in Hudson Minneapolis, Inc. v. Hudson Motor Car Co.,'” 
where the two corporations had the same officers, office quarters, and con- 
trol. The Cudaby rule is often criticized as not reflecting economic facts.'8 
Industrial Research Corp. v. General Motors Corp.'* and the line of de- 
cisions following it illustrate the judicial method of avoiding the Cudahy 
rule by distinguishing facts. “Public policy” pressures may cause a slow 
erosion of this rule, especially in cases where failure to serve a parent through 
a subsidiary will mean the complete frustration of criminal law enforcement, 
tax collection, or civil litigation. 


ForM OF ORGANIZATION 


When a foreign business migrates to the United States, principles of 
comity require it to conform to our local laws and public policy regardless 
of the form * in which it operates abroad. When it does business in a state, 


8 This question arose, and the same result was reached, in Badische Lederwerke v. 
Capitelli, 92 Misc. 260, 155 N.Y. Supp. 651 (Sup. Cr. 1915) (involving an alien corpora- 
tion); Fruit Dispatch Co. v. Wood, 42 Okla. 79, 140 Pac. 1138 (1914) (involving a 
United States corporation). 

® Industrial Research Corp. v. General Motors Corp., 29 F.2d 623 (N.D. Ohio 
1928); cf. State ex rel. City of St. Louis v. Public Serv. Comm’n of Mo., 73 S.W.2d 393 
(Mo. 1934). 

10 267 U.S. 333, 45 Sup. Ct. 250 (1925). 

11 Jd. at 337, 45 Sup. Ct. at 251. 

12 124 F. Supp. 720 (D. Minn. 1954). See also State Street Trust Co. v. British 
Overseas Airways Corp., 144 F. Supp. 241 (S.D.N.Y. 1956). 

18 E.g., Harris v. Deere, 233 F.2d 161 (4th Cir. 1955); Berkman v. Ann Lewis Shops, 
Inc., 142 F. Supp. 417 (S.D.N.Y. 1956). 

14 Supra note 9. 
15 There are several forms with which the United States lawyer does not ordinarily 
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it tacitly submits itself to the valid laws of that state and the jurisdiction of 
its courts.1® Business organizations fitting the United States tests for corpora- 
tions will be deemed to be corporations in their operations here." Similarly, 
other forms may fit our tests for partnerships or joint ventures. Hybrid 
foreign forms should be analysed to determine the advantages or disad- 
vantages of attempting to use them here. Public policy or business policy 
considerations might indicate the wisdom of operating in the United States 
under a conventional, rather than an exotic, form. One consideration would 
be the possibility of misleading the public. Another would be the inclination 
of the Internal Revenue Service to view any entity in strange clothing as an 
association taxable as a corporation, which usually results in more tax being 
collected. 

The foreign organization’s control from abroad must be exercised 
through some sort of representative here. Direct representation could be 
achieved through operating here in the form of a controlled corporation, 
a partnership, or a joint venture. Indirect representation might be had 
through various forms of agents, independent contractors, and trustees. 
Many foreign businesses merely send travelers to the United States occasion- 
ally to promote purchases or sales or other business. Others carry on ac- 
tivities running the full gamut from maintaining resident “order-takers” 
through operating heavy industrial plants. The legal aspects of these opera- 
tions vary from case to case, and the forms chosen are usually progressively 
changed to keep abreast of developing business volume here. The term 
“operating” is used in the broadest sense in this article and includes the mere 
ownership of shares in American enterprises, so long as the ownership con- 
trols the enterprise. 


Corporation 


Under the general corporation laws of the fifty states no distinc- 
tion is made between the foreign corporation organized under the laws of 


deal. Liechtenstein, with 15,000 people and 6,000 corporations domiciled within its 70 
square miles, has more forms than any country in the world. Most popular are its 
Establishment (Anstalt), its Stock Corporation (A.G.), its Limited Corporation 
(G.m.b.H.) and its Business Trust. Any business recognized by the law of any country 
may be established by formal registration in Liechtenstein. Law of Persons and Com- 
panies, Jan. 20, 1926; Decree of Feb. 20, 1926, as amended Apr. 30, 1938, and June 8, 
1938; Law of Business Trusts, Apr. 10, 1928; Law of Nov. 7, 1950. 

16 Natural Gas Pipeline Co. v. Slattery, 302 U.S. 300, 58 Sup. Ct. 199 (1937). But the 
alien entity must look to its home country for protection against injury and redress for 
losses occurring here or in other foreign countries. National Paper and Type Co. v. 
Bowers, 266 U.S. 373, 45 Sup. Ct. 133 (1924); London Assur. Co. v. Companhia de 
Moagens, 167 U.S. 149 (1897); cf. Anglo-Continentale Treuhand, A.G. v. St. Louis 
S.W.R. Co., 81 F.2d 11 (2d Cir. 1936), cert. denied, 298 U.S. 655, 56 Sup. Ct. 675 (1936). 

17 Liverpool Ins. Co. v. Oliver, 77 U.S. (10 Wall.) 566 (1871). For instance, a 
gaa sole proprietorship with limited liability might be held to be a corporation 
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a sister state (a “United States” corporation),!* and the foreign corporation 
organized under the laws of a foreign country (an “alien” corporation).?® 
Because the two kinds of corporations are treated the same, the lawyer will 
consider the usual factors in choosing between the corporate or other 
forms,?° as well as in organizing the corporation. The client may wish to 
operate here directly through its own newly organized or already existing 
alien corporation, or through a subsidiary United States or alien corporation 


created especially for the occasion. 

If the client will be “doing business” here, it should domesticate itself 
in one or more states by (a) qualifying as a foreign corporation, (b) in- 
corporating a subsidiary in some state (or foreign country) and qualifying 
it wherever necessary, or (c) “qualifying” in a state as a non-corporate en- 
tity.2_ The same corporate law considerations apply as if the client were not 
an alien.2? Other considerations may affect the choice. For instance, if the 
United States operation will be receiving a substantial amount of corporate 
dividends, the 85 per cent federal tax dividends received credit can be 
obtained only by a United States corporation. Only United States corpora- 
tions may elect to be small business corporations taxable as partnerships 
under new Code subchapter S.?8 


18 Canada S. Ry. v. Gebhard, 109 U.S. 527, 3 Sup. Ct. 363 (1883); Unirrorm Business 
Corporation Act § 1; United States v. Scophony Corp., 69 F. Supp. 666 (S.D.N.Y. 1946), 
rev'd on other grounds, 333 U.S. 795, 68 Sup. Ct. 855 (1947). Federal statutes use 
“foreign” and “domestic” to separate corporations incorporated outside and within the 
United States. Helvering v. Stockholms Enskilda Bank, 293 U.S. 84, 55 Sup. Ct. 50 (1934). 

19 Of course, a corporation cannot be an “alien” in the usual sense. Cf. Russian 
Volunteer Fleet v. United States, 282 U.S. 481, 51 Sup. Ct. 229 (1931); Re Hohorst, 
150 U.S. 653, 14 Sup. Cr. 221 (1893). 

Certain provisions of the United States Constitution which apply to the law of 
corporations, ¢.g., the full faith and credit clause, are necessarily pertinent only to United 
States corporations; but not the 14th amendment due process clause and equal protec- 
tion clause. Connecticut Gen. Life Ins. Co. v. Johnson, 303 U.S. 77, 58 Sup. Ct. 436 
(1938); Grossjean v. American Press Co., 297 U.S. 233, 56 Sup. Ct. 444 (1936) (apparently 
applicable also to alien corporations); Disconto Gesellschaft v. Umbreit, 208 U.S. 570, 
28 Sup. Ct. 337 (1908). An alien corporation is not entitled to the protection of the fifth 
amendment under any circumstances where extraterritorial operation thereof would be 
necessary. United States v. Belmont, 301 U.S. 324, 57 Sup. 758 (1937). 

20 E.g., limited liability, perpetual existence, separate legal entity, easier financing. 
See Fahy, Corporation Law Has Many Facets, 46 Int. B.J. 958 (1958); What To Con- 
sider Before Incorporating, P-H Corp. Serv. 4 25078 (1956); What To Consider When 
Forming a Corporation, P-H Corp. Serv. 4 25099 (1957). 

21 That is, complying with whatever state or municipal requirements for registra- 
tion or licencing are applicable to it. For example, Itt. Rev. Srat. c. 96, § 4 (1957), 
requires corporations and any other persons transacting business in Illinois under other 
than the real names of the individuals conducting the business to register the assumed 
name with the County Clerk where they operate. 

22 For an excellent discussion of these considerations, see Fahy, supra note 20. See 
also the discussions on financing and taxation at pp. 293 and 298 infra. It should be 
remembered that businessmen prefer to deal with entities which are not beyond local 
court jurisdictions. 

23 Int. Rev. Cope or 1954, §§ 1371-77, added by 72 Strat. 1650 (1958), effective for 
tax years beginning after December 31, 1957, and ending after September 2, 1958. 
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Whatever alternative is chosen, the documents prepared for filing with 
a government department should be in English. The Secretary of State of 
Illinois, for example, requires articles of incorporation in a foreign language 
to be authenticated by a proper officer of the home country and translated 
into English. The translation must be certified correct by some reputable 
person in Illinois, or by the appropriate foreign consulate in Illinois. If the 
name of the corporation is in a foreign language, a translation of the name 
must be inserted in parentheses in the application, either before or after the 
correct foreign name. The value of the shares, the stated capital and the 
paid-in surplus, and any other monetary items in the application must be 
stated in units of United States currency.** 

The other requirements in the state corporation or other business 
organization statutes must be complied with. Some require that share- 
holders’ or directors’ meetings be held in the state. Illinois and Delaware 
do not, nor do they require any of the directors or officers to be residents 
of the state or United States citizens, unless the charter or by-laws pro- 
vide otherwise.?5 

Because of the foreign character of the client, questions of nationality, 
citizenship, and domicile sometimes arise from the use of those terms in 
statutes or cases. There is a great deal of legal literature on the “nationality” 
of corporations,” since this determines what laws govern their affairs. The 
general rule today is that the state of the corporation’s “social seat” supplies 
the applicable law.?7 The “social seat” is where the “brain” or “nerve center” 
of the corporation is located.28 To Europeans, this is usually the place 
established for the shareholders’ meetings; to Americans, it is usually the 
“main office” or “executive headquarters” in the case of an alien corporation, 
or the state of incorporation, in the case of a United States corporation. 

In treaties following World War I, it was established that a state may 
exercise diplomatic protection over a legal person or partnership if its bene- 
ficial owners (as contrasted with “legal” owners) were situated in that state.?® 
Under some state constitutions any corporation the majority of whose share- 


*Letter From William G. Worthey, Chief Clerk, Corporation Division, Office of 
the Secretary of State of Illinois, to Smith Thompson, Sept. 3, 1958. 

% Tur. Rev. Strat. c. 38, § 33 (1957) (directors); id. § 43 (officers); Dex. Cope 
ANN. tit. 8, § 141 (1953). Both statutes are silent as to citizenship qualifications. 

%6 Latty, Pseudo-Foreign Corporations, 65 Yate L.J. 137 (1955), is a scholarly dis- 
cussion of the corporation operating wholly within one jurisdiction, but incorporated 
in another. It contains well-documented notes on the “nationality” of corporations. 

27 LoussourN, ConFLIcTs DE Lois EN MaAtterE pe Soctétes 80, 98-102, 123-28 (1949). 

282 Copper Royer, Sociérés ANoNYMEs 534 (3d ed. 1925) (“organs of will” and 
“organs of execution”). 

29 Re T. GmbH. Bern, App. No. 9 (Czechoslovakia), Dec. 10, 1921, discussed at 
3 Int & Comp. L.Q. 517 (1954); Kuenige v. Henckel von Donnersmarck, [1955] 1 All 
E.R. 46 (law). 
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holders are aliens may be regarded as an alien corporation for certain pur- 
poses.*° 

Although a corporation may have a home away from home, its domicile 
in law is the place of its incorporation.®! In practice, the facts may point 
to a multiple domicle. The term “commercial domicile” has been used more 
frequently in recent years to describe the “principal place of business.” 5? 
This concept is probably a domestic recognition of the older principle of 
the law of nations that a person may acquire a commercial domicile by 
residence in a country for purposes of trading there. 

An alien corporation is sometimes regarded as a “subject” of the country 
of its origin,®* but not such a “subject” as to bring it within treaties between 
the United States and foreign countries unless specifically provided for.® 


Partnership 


This form lends itself to the combination of individual businessmen. 
Where a corporation is proposed as one of the partners, complications arise. 
The law varies from state to state on whether a corporation may be a partner. 
The Uniform Partnership Act defines a partnership as “an association of 
two or more persons to carry on as co-owners a business for profit,” and 
defines “persons” to include, inter alia, corporations.*®5 Among the states 
which have adopted the act, no court has expressly held that the act does 
not authorize corporate partners, and dictum in one case indicates that it 
does.3* The question is primarily one of corporation law. The traditional 
objection is that the board of directors delegates too much of the control 
of the corporation’s affairs when the corporation becomes a partner. If 
this objection is based on the ultra vires doctrine,*? including the power to 
become a partner in the articles should cure the problem. Ballantine thinks 
it is based on public policy considerations.3® This obstacle might be over- 
come by showing that the Secretary of State accepts articles containing the 
power, or that joint ventures which have nearly all the features of a partner- 


30 State ex rel. Winston v. Hudson Land Co., 19 Wash. 85, 52 Pac. 574 (1898). A 
domestic corporation may be held to have become an alien by transfer of its shares. 
Oregon Mortgage Co. v. Carstens, 16 Wash. 165, 47 Pac. 421 (1896). 

$1 Barclay & Co. v. Edwards, 267 U.S. 442, 45 Sup. Cr. 348 (1925). 

82 Southern Nat. Gas Corp. v. Alabama, 301 U.S. 148, 57 Sup. Ct. 696 (1937); 
Wheeling Steel Corp. v. Fox, 298 U.S. 193, 56 Sup. Ct. 773 (1936). 

883 Scottish Union and Nat’! Ins. Co. v. Herriott, 109 Ia. 606, 80 N.W. 665 (1899). 
But cf. Disconto Gesellschaft v. Umbreit, 208 U.S. 570, 28 Sup. Ct. 337 (1908). 

4 First Bank Stock Corp. v. Minnesota, 301 U.S. 234, 57 Sup. Ct. 677 (1937). 

85 §§ 6 and 2. 

86 Memphis Natural Gas Co. v. Pope, 178 Tenn. 580, 161 S.W.2d 211 (1941). 

87 F.g., Universal Pictures Corp. v. Roy Davidge Film Laboratory, Ltd., 7 Cal. App. 
2d 366, 45 P.2d 1028 (1935); Commonwealth v. United Whs. Co., 293 Ky. 502, 169 
S.W.2d 300 (1943). 

38 BALLANTINE, CorPoRATIONS § 89 (rev. ed. 1946). 
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ship are legal in the state, or that alien shareholders are not within the pur- 
view of the state’s public policy. 

Partnerships, except to a certain extent “limited partnerships,” do not 
have the advantage of limited liability. They do not have perpetual dura- 
tion. It is usually difficult to keep separate books where one of the partners 
remains abroad. Partnerships are difficult to finance. There may be problems 
where the partners are not eligible to enter the United States. (Corpora- 
tions do not encounter immigration quotas.) The partnership is taxed only 
once under our tax laws, and this is often an advantage. There could be tax 
benefits resulting from one or more of the partners being a non-resident 
alien. However, if the partnership is doing business in a state, all the partners 
are doing business here even though some remain abroad. Although the 
partnership form may appear to have the advantage of simplicity, the taxa- 
tion of partnerships under our Code is certainly not a simple matter. 


Joint Venture 


This form used to be only a form of temporary partnership. Recently 
it has become popular for two or more corporations to create a corporation, 
which they jointly control, to engage in a business different from their own. 
For example, many years ago the Ethyl Corporation was established by Gen- 
eral Motors and Standard Oil of New Jersey *® to make automobile fuel 
additives. Later, Ethyl Corporation and Dow Chemical Company formed 
still another joint venture, Ethyl-Dow Chemical Company.*® 

Joint ventures are created for various reasons. Often a dependable 
source of raw material #1 or a dependable customer * is being sought. Some- 
times the parents wish to economize on a research facility devoted to tech- 
nical investigations useful to both. 

This form has great potential for foreign businesses operating in the 
United States. Where one joint venturer is a “native” of the United States, 
it can facilitate the entry of the other partner into this market. An example 
of his technique in the Canadian market is Simpson-Sears, Ltd. Although 
some legal aspects of joint ventures are still to be finally decided by the 
courts, this form offers many advantages to the foreigner entering this 
market. 


%®Ethyl Gasoline Corp. v. United States, 309 U.S. 436, 453, 60 Sup. Ct. 618, 623 
(1940). 

40 Dow CHEemMIcaL Company, 1954 ANNUAL Report 9. These “joint ventures” seem 
to be more like partnerships than the usual joint venture of limited duration and purpose. 
Apparently the laws of some states allow corporations to enter joint ventures but not 
partnerships. 

41 Steel mills in the United States have formed joint ventures to mine iron ore in 
Labrador. Untrep States STEEL Corporation, 52d ANNUAL Report 8 (1954). 

42 Texas-U.S. Chemical Co. acquires raw material from one parent, The Texas Co., 
and sells its synthetic rubber products to its other parent, U.S. Rubber Co. 
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The antitrust problems involved in the joint venture are most im- 
portant.*® Basically, if the venture’s creation or operation restrains trade, 
it is open to attack. In the antitrust law section of this article, jurisdictional 
problems are mentioned. In the case of a joint venture through a subsidiary 
here in the United States, there will be few occasions when a United States 
court cannot get jurisdiction over both the subsidiary and the parents. 


Agent With General Power of Attorney 


This may be the “general manager” or president of an alien corporation, 
or a general partner of an alien partnership. The general agent acts on be- 
half of his principal and binds the principal contractually. The authority 
of such an agent should be (but need not be) written, to avoid misunder- 
standings. 


Division Executive 


This agent’s powers are very broad but may be exercised only within 
that part of the enterprise for which he has responsibility. He has con- 
siderable discretion in that area and may act on behalf of the principal even 
outside the ordinary course of business. 


Limited Agent 


This is usually a fulltime employee whose duties are limited and who 
acts on behalf of the principal only in particular matters. He is often a 
travelling representative who cannot bind the principal contractually. 


Trade Agent 


This is an independent self-employed entrepreneur who transacts busi- 
ness for one or more firms, either as a middleman or acting in the firm’s 
name. He solicits business and forwards orders to the principal. He often 
is called a manufacturer’s representative or distributor, and he may not 
compete with his principal or accept remuneration from competitors. He 
is an independent contractor whose powers to act on behalf of the firm are 
rather limited. 


Broker 
The broker is an intermediary who brings parties together. He is 
neither an agent for a party nor a party. He usually cannot bind others and 
is an independent contractor who is compensated by a pre-arranged fee. 
Commission Merchant 


The commission merchant buys or sells merchandise or evidences of 


48 Basic policy is discussed in Hale, Joint Ventures: Collaborative Subsidiaries and 
the Anti Trust Laws, 42 Va. L. Rev. 927 (1956). 
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indebtedness in his own name, but for and upon the instructions of a prin- 
cipal. He keeps the goods or instruments on consignment and disposes of 
them according to the principal’s orders. 


Factor 


Factors are a special breed of independent contractor. They hold a 
stock of goods pending the orders of the owner for delivery to purchasers 
in the state. “Doing business” can usually be avoided by using a factor who 
serves others in that capacity.“ The encouragement of interstate and foreign 
commerce seems to be the basis for this rule. 


Trustee 


This agent carries the additional duties of the fiduciary. Most often 
trustees are entrusted with the care and management of investments held 
here for minors or others abroad. However, “Massachusetts” trusts, real 
estate syndicates, Liechtenstein perpetual trusts, and other trust forms may 
be used in the United States for one reason or another. 


Others 


Other independent contractor representatives who may facilitate the 
operation in the United States are freight forwarders, customs brokers, 
warehousemen, and carriers. 

The foregoing types of representatives are known by various names 
which may or may not indicate their legal status. It is important to attempt 
to call them by legally descriptive titles to avoid confusion and misunder- 
standing. The choice and control of a local representative is a matter in 
which the lawyer and banker can render invaluable service. The entry into 
a new market is usually a gradual one, and these advisers can do much to 
aid the foreign client in choosing the proper vehicle and changing the form 
or method of operation as the business develops. 


FINANCIAL MATTERS 


An adequate capital structure adapted to the particular type of opera- 
tion here is essential. Banks in the United States are generally not interested 
in making loans to alien businesses which do not have property in the United 
States available for collateral, unless a foreign correspondent bank of the 
loaning bank recommends and guarantees the loan. This attitude results in 
most financing being handled abroad or through the New York City agents 


44 Furst & Thomas v. Brewster, 282 U.S. 493, 51 Sup. Cr. 295 (1931); Bethlehem 
Motors Corp. v. Flynt, 256 U.S. 421, 41 Sup. Ct. 571 (1921); Badische Lederwerke v. 
Capitalli, 92 Misc. 260, 155 N.Y. Supp. 651 (Sup. Ct. 1915). Many states have statutes 
to this effect, e.g., Alaska, North Dakota, Oregon, Texas. 

45 Butler Bros. Shoe Co. v. United States Rubber Co., 156 Fed. 1 (8th Cir. 1907), 
cert. denied, 212 U.S. 577, 29 Sup. Ct. 686 (1908). 
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of foreign banks.** United States banks in large commercial centers often 
have foreign departments which can render aid in setting up and servicing 
the client’s financial operations here.*7 Overseas officers of United States 
banks are important links with foreign credit and financing. Good bank 
references are essential to the client. 

Several European accounting firms have United States offices, and 
European financial institutions are inclined to prefer to receive reports on 
United States operations from these firms rather than from accountants with 
no offices abroad.*8 

Currency controls should be studied.*® Free convertibility is being en- 
couraged by the rapid development of the European Economic Community. 
Fluctuation of currency values has important tax effects.5° 

Space does not allow a discussion of negotiable instruments ®1 and other 
commercial paper in use in world trade, insurance, or export-import docu- 
mentation.®? The foreign departments of banks can aid the client and the 
lawyer in giving these matters the close attention they deserve. 


Contract Law 


A contract between parties in different countries should expressly pro- 
vide that the law of a certain state shall govern the interpretation of the 
contract, and that any issues which are litigated shall be tried in the courts 
of (or in arbitration proceedings in) that state.5* The state and federal 


46 The Export-Import Bank of Washington finances and facilitates the export and 
import of goods between the United States and foreign countries “or nationals thereof.” 
It does a general banking business but “should not compete with private capital.” 59 
Stat. 526 (1945), 12 U.S.C.A. § 635 (1957). The Reconstruction Finance Corporation 
may purchase obligations of and make loans to any business enterprise organized under 
the laws of any state of the United States. Loans are not to be made if they are “other- 
wise available on reasonable terms.” 47 Stat. 6 (1932), 15 U.S.C.A. § 604 (1948). The 
International Bank for Reconstruction and Development, established at Bretton Woods, 
New Hampshire, July 1-22, 1944, can loan to and guarantee obligations of private enter- 
prises. It has never made such arrangements with an enterprise in the United States. 

47 The Foreign Commerce Department of the Chamber of Commerce of the United 
States, Washington 6, D.C., publishes valuable guides to foreign commerce and import 
transactions. 

48 A second choice would be a report of an American accountant with offices 
abroad. 

49 See Metzger, Exchange Controls and International Law, infra p. 311; Birnberg, 
Contemporary International Monetary Problems and International Trade, infra p. 328. 

50 Note, Income Tax Consequences of Fluctuations in Foreign Exchange, 1955 
U. Inv. L.F. 595 (1955). 

51 See Yntema, Unification of the Laws Respecting Negotiable Instruments, 4 INTL 
L.Q. 178 (1951). 

52See Miller, Instruments of International Trade, supra p. 162. See also Note, 
Ocean Bills of Lading, 58 Cotum. L. Rev. 212 (1958). 

58Levin, Party Autonomy: Choice-of-Law Clauses in Commercial Contracts, 46 
Geo. L.J. 260 (1958); Note, 58 Corum. L. Rev. 274 (1958). 
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courts generally are governed by such jurisdictional agreements if the law 
of the state or country chosen has a substantial connection with the trans- 
action and public policy will not be thwarted.*4 Some courts oppose such 
arrangements, preferring the rules of lex loci contractus and lex loci solu- 
tionis 55 

If there is no express or implied agreement on what law controls, the 
intention of the parties may be gathered from the contract they entered 
into, and legal presumptions may have to be resorted to. The citizenship 
and domicile of the parties may aid this determination, but if there is no 
agreement, then the law of the place of performance will usually control. 
Where contract obligations are to be performed by each party in a different 
country, the law of two countries must be applied to different parts of the 
contract.5® The transfer of real property (and usually personal property) 
is governed by the law of the country where the property is located. 

Legal forms required in the state in which a personal legal relationship 
is to be created should be followed. Contracts in rem (usually real estate 
contracts) must follow the form required in the state in which the real estate 
is located. The literary form of the contract is up to the lawyer, but some 
deference to the parties’ customs is advisable. 

Commercial arbitration clauses are more popular abroad than in the 
United States. Arbitration is common in world trade, and the lawyer should 
become familiar with the organization and rules of the several arbitration 
associations in the United States.57 

There is probably no part of contract law more important in interna- 
tional transactions than the law of sales. Passage of title affects insurance, 
taxes, doing business, financing, and other matters of importance to the 
client.5® The whole body of sales law, both statute law and common law, 
comes into play on questions of international sales.5® The lawyer can be of 
great value here as an educator and watchdog, because business clients in 


54 “Whenever a contract .. . bears a reasonable relationship to one or more states 
or nations in addition to this state, the parties may agree that the law of any such other 
state or nation shall govern their rights and duties. . . .” Untrorm CoMMERrcIAL Cope 
§ 1-105(6) (1951). 

55 Judge L. Hand, in E. Gerli & Co. v. Cunard S.S. Co., 48 F.2d 115, 117 (2d Cir. 
1931). But cf. Siegelman v. Cunard White Star Lines, Ltd., 221 F.2d 189, 195 (2d Cir. 
1955). 

56 Of course, in many cases only the law of the place of making the contract applies. 
The parties may exercise a great deal of control over these problems by merely pro- 
viding for them expressly in advance. A simple phrase such as “title shall pass upon 
delivery f.a.s. Liverpool” can avoid endless headaches. It is then not necessary to state 
that the law of England shall control sales law questions. 

57 See Domke, Settlement of Disputes, infra p. 402. 

58 The important federal tax effects of international sales is discussed in Brainerd, 
United States Taxation of Internataional Sales of Personal Property, 32 Taxes 359 (1954). 
59 Jacobson, International Sale of Goods, 3 Int’, & Comp. L.Q. 659 (1954). 
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general have a hard time learning sales law and a harder time keeping their 
established policies from drifting. 

Usually the client is seeking to avoid income from sources within the 
United States, and passage of title controls this question, unless the client 
is so unfortunate as to be deemed to have arranged the transaction “in a 
particular manner for the primary purpose of tax avoidance.” © The client 
at least has the advantage of good excuses for having title pass in his own 
country—he wants the money, and he wants risk of loss to shift before he 
loses control of the goods. On the control of source of income, Anglo- 
Mexican Petroleum Co.® is a study in good management, and Askania 
Werke, A. G. v. Helvering® is a study in bad management. Ronrico Corp. 
v. Commissioner * is a case demonstrating the importance of the place of 
passage of title. The client may wish to pass title from its subsidiary to the 
United States purchaser in a so-called “profit haven.” ® 


Antitrust Law ® 


Foreign clients often are accustomed to thinking in terms of cartels 
and other devices which are frowned upon in the United States. One of the 
most important parts of the lawyer’s service to the foreign client will be an 
initial briefing on American laws seeking to control restrictive business prac- 
tices, unfair competition, and unfair or deceptive practices; and constant 
vigilance thereafter to prevent violations of the law by the client. 

The federal laws are the most important and include the Sherman and 
Clayton Acts, which forbid restraints of trade and monopolies, or con- 
spiracies to effect them, in foreign or interstate commerce, and the Robinson- 
Patman Act, which is aimed at unfair methods of competition and unfair or 
deceptive acts or practices. The various states, including Illinois,*’ have laws 
against combinations in restraint of trade on the intrastate level. The states 
of Texas, Missouri, Wisconsin, and New York are among the states en- 
forcing such laws. 

Monopolies are relatively rare, and the Sherman Act is more likely to 
be violated by agreements to divide territory, to fix prices, and to control 


60 44 B.T.A. 1130, acq., 1944 Cum. Butt. 24; G.C.M. 25131, 1947-2 Cum. Butt. 85. 

61 The client is also in a potent position legally on the “source of income” question. 
Exolon Co., 45 B.T.A. 844 (1941). 

62 CCH B.T.A. Mem. 9941-B (1937). 

6396 F.2d 717 (D.C. Cir. 1938). 

64 44 B.T.A. 1130, acq., 1944 Cum. Butt. 24. See also East Coast Oil Co., 31 B.T.A. 
558, aff'd, 85 F.2d 322 (Sth Cir. 1936), acq., 1947-2 Cum. Butt. 2. 

65 There is much material available in the tax reviews on so-called “profit havens 
which should be helpful in planning a world trade enterprise. 

8 See also Fugate, Antitrust Law and International Trade, infra p. 387. 

67 Irz. Rev. Stat. c. 38, §$ 574 (1957), allows any purchaser of goods which are 
sold pursuant to a combination to fix prices, to refuse to pay for them. 
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resale prices. A common Clayton Act problem is the use of exclusive deal- 
ing agreements binding the buyer to the seller. If the client plans to sell 
goods here, the Robinson-Patman Act is of major concern and is easily 
violated. 

A foreign business carrying on all of its activities outside the United 
States is beyond the jurisdiction of United States courts no matter how much 
its activities restrain United States trade. If the client does any acts within 
the United States, the character of those acts as lawful or unlawful will be 
determined wholly by the law of the United States.6* Conspiracies to 
monopolize shipping routes ® and the export of particular commodities from 
foreign countries 7° have been held actionable in the United States where 
they are formed or partly executed here.”! In the famous United States v. 
Aluminum Co. of America’ case Judge Learned Hand stated that even 
foreign acts are actionable here if they are intended to affect, and do affect, 
the foreign commerce of the United States. Of course, the court must first 
obtain jurisdiction. 

If an alien corporation comes into the United States and restrains trade, 
a United States court decree dealing with the operations in the United States 
will usually cure the problem. United States v. Scophony Corp.,” in which 
the Cudahy ™ case was distinguished on its facts, shows that jurisdiction over 
the alien defendant via proper service on its agent here, and proper venue, 
will take care of domestic restraints, even though some difficult legal ques- 
tions arise.75 

When the alien has no activities in the United States and does acts 
which restrain United States foreign or domestic commerce, jurisdictional 
problems are presented which can apparently be resolved only, if at all, by 
international conventions.”® Two international incidents illustrate this. The 


68 American Banana Co. v. United Fruit Co., 213 U.S. 347, 29 Sup. Cr. 511 (1909). 

® Thomsen v. Cayser, 243 U.S. 66, 37 Sup. Ct. 353 (1917). 

7 United States v. Sisal Sales Corp., 274 U.S. 268, 47 Sup. Ct. 592 (1927). 

™ The German Volkswagenwerk G.m.b.H. is currently defending a Sherman Act 
suit based on restraints of trade in the distribution of its cars within the United States. 
The Swiss Watchmaker’s group has an interesting suit pending against it, which should 
be noted. 

72 148 F.2d 416 (2d Cir. 1945). 

8 333 US. 795, 68 Sup. Ct. 855 (1948). 

4 267 US. 333, 45 Sup. Cr. 250 (1925). On the venue problem, in Remington Rand, 
Inc. v. Knapp-Monarch Co., 139 F. Supp. 613 (E.D. Pa. 1956), the court held that a 
foreign corporation is “doing business” for venue purposes only where it is engaged in 
quantitatively more activity than the minimum required by due process of law to 
constitute “doing business” for in personam jurisdiction. 

7 See United States v. United States Alkali Transport Ass’n, Trane Rec. Rep. 
(1946 Trade Cas.) 4 57481 (S.D.N.Y. 1946), which ignored the Cudaby rule and pro- 
vided the basis for service of process in United States v. Imperial Chem. Industries, 
Ltd., 100 F. Supp. 504 (S.D.N.Y. 1951). 

7 “Anti-trust enforcement in the international field is inevitably doomed to a 
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Attorney General’s investigation of the foreign activities of the major oil 
companies in 1952 caused the governments of Great Britain, Belgium, and 
the Netherlands expressly to forbid any companies doing business in those 
countries to produce documents in obedience to a United States subpoena.” 
In British Nylon Spinners, Ltd. v. Imperial Chem. Industries, Inc.,"* an 
English court enjoined performance of a United States district court order.” 


FEDERAL TAXES 


For federal tax purposes, alien individuals are divided into resident aliens, 
nonresident aliens ®° engaged in business in the United States,§! and non- 
resident aliens not engaged in business here. The latter are further divided 
into nonresident aliens having gross United States income of not more than 
$15,400 and those having in excess of $15,400 of such income.® Resident 
alien individuals are generally taxable the same as United States citizens, upon 
income from all sources, whether within or without the United States. Non- 
resident aliens engaged in United States business at any time during the year 
are taxable at regular rates on income, including capital gains, from sources 
within the United States,®* less foreign taxes paid and other allocable deduc- 
tions. Nonresident aliens not engaged in trade or business here pay tax at a 
flat 30 per cent rate on their “fixed or determinable annual or periodical in- 
come” (including certain capital gains §*) if such income does not exceed 


wholesale dose of frustration.” Timberg, Restrictive Business Practices, 2 Am. J. Comp. L. 
471 (1953). Domke, The United Nations Draft Convention on Restrictive Business 
Practices, 4 Int’, & Comp. L.Q. 129 (1955). 

™ See CCH Antitrust Law Symposium 1953, at 127, 128 (1953). 

78 [1954] 2 All E.R. 780. 

7 Issued in United States v. Imperial Chem. Industries, 105 F. Supp. 215 (S.D.N.Y. 
1952). 

80 Treas. Reg. § 1.871-2 (1957), defines the terms “non-resident alien individual” 
and “residence.” Generally speaking, one who is not a citizen of the United States and 
is living here with no definite intention as to his stay is a resident. 

81 General law must be relied on for a definition of the term “engaged in trade or 
business within the United States.” The only “definition” in the tax law is Treas. Reg. 
§ 1.871-8 (1957), which speaks only in terms of personal services, securities and com- 
modities exchange transactions, and trusts. “Commodities” does not include “mer- 
chandise in the ordinary channels of commerce.” Even Exchange transactions con- 
stitute doing United States business if the foreign customer’s directions are given by a 
resident agent exercising discretion. Cf. Fern & C. Adda, 10 T.C. 273 (1948), affd, 
171 F.2d 457 (4th Cir. 1948), cert. denied, 336 U.S. 952, 69 Sup. Cr. (1949); Nubar v. 
Commissioner, 185 F.2d 584 (4th Cir. 1950), cert. denied, 341 U.S. 925, 71 Sup. Ct. 796 
(1951). 

82 Nonresident alien individuals are covered by Int. Rev. Cope or 1954, §§ 871-74 
[hereinafter cited as CopE unless otherwise noted]. 

88 The complex concept of “income from sources within the United States” is ably 
discussed in Brainerd, supra note 58. The technical statutory rules for determining source 
of income are set out in Cone § 861. 

84 Gains described in Cope §§ 402(a)(2), 631(b) and (c), and 1235 from USS. 
sources, realized by such aliens here for 90 days or more during the taxable year, or 
realized during their actual presence here. Cope § 871(a) (2). 
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$15,400 during the taxable year. If it does, the regular tax rates apply, but 
the aggregate tax may not be less than the tax computed at the 30 per cent 
rate. 

Foreign corporations * are divided into those engaged in trade or busi- 
ness within the United States, referred to as “resident foreign corporations,” 
and those not so engaged, referred to as “nonresident foreign corpora- 
tions.” ®* Resident foreign corporations *7 are taxable at the normal corpora- 
tion tax and surtax rates on all income, including capital gains, derived from 
sources within the United States, less allocable deductions. Nonresident 
foreign corporations pay tax on their “fixed or determinable annual or 
periodical” ®* gross income from sources within the United States at a flat 
rate of 30 per cent without credits or deductions.®® Treaty income may be 
taxed at a lower rate. Nonresident foreign corporations do not pay tax on 
capital gains, except when realized from certain timber and coal transactions. 

The rules set out in the Code are quite often altered by a tax treaty, 
which should be examined in every instance. Code sections 1441-1461 on 
withholding of tax on nonresident aliens and foreign corporations, and sec- 
tions 1491-1494 on the tax on transfers to avoid income tax should not be 
overlooked.® The various tax and information returns pursuant to all of 
these Code provisions should be reviewed.® 

No comprehensive definition of the term “engaged in trade or business 
within the United States” is provided by the Code or the cases. The cases 
serve only to give examples of what the courts have accepted or rejected 
as constituting United States business. These cases were practically all de- 
cided under the former revenue act provision that a resident foreign 
corporation was one which had an office or place of business here, or en- 


85 Any corporation organized or created otherwise than under the laws of the 
United States or any state or territory. Cope § 7701(a)(5). They are called “alien 
corporations” elsewhere in this article because of the semantics problem on the state 
level. 

86 Foreign corporations are covered by Cope §§ 881-84. The alien corporation may 
be a “personal holding company” covered by Cope §§ 541-47, or a “foreign personal 
holding company” covered by Cope §§ 551-57. 

87 Foreign insurance companies are specially treated in the Code. Standard Marine 
Ins. Co., 4 B.T.A. 853 (1926); Marine Ins. Co., 4 B.T.A. 867 (1926); G.C.M. 7592, 
IX-1 Cum. Butt. 213 (1930). 

88 See Treas. Reg. §§ 1.881-2, 1.1441-2(a) (1957); G.C.M. 25131, 1947-2 Cum. Butt. 
85; Brainerd, supra note 58. 

8° Cope § 881. 

% Also refer to Cope § 367 for its effect on transfers to a foreign corporation to 
avoid income tax on previously unrealized capital gains. 

%1 For example: 959, Formation or Reorganization of Foreign Corporation; 1042 
Supp., Payment of Income to Persons With Addresses in Foreign Treaty Countries; 
958, Information Return by Officers of Foreign Personal Holding Company; 1040C-D, 
Information and Tax Returns by Departing Alien; 1044, Alien Questionnaire; 1040 NB, 
Nonresident Alien Tax Return; 1120 NB, Nonresident Foreign Corporation Tax Re- 
turn; 1017, Application for License To Collect Foreign Items; 1116, 1118, Claim for 
Credit for Foreign Taxes Paid. 
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gaged in trade or business here.®*? Although the Code now mentions only 
“engaged in trade or business,” the presence or absence of an office ought 
to remain an important factor in considering whether business is being done 
in the United States. An office is a place for the regular transaction of 
business, not merely some place where casual or incidental transactions may 
be effected. 

A corporation which is required to qualify as a foreign corporation in 
a state would appear to be doing United States business from the federal 
tax standpoint. As for particular activities, the following chart lists some 
activities which either alone or in various combinations have been con- 
sidered in tax cases: 

U.S. 

Activity Business? Authority 


1. Soliciting orders for acceptance No 1. Anglo- Mexican Petroleum 
and sale * abroad. Co., CCH B.T.A. Mem. 9941-B 
(1937); The Linen Thread Co., 
14 T.C. 725 (1950); O.D. 294, 

1 Cum. BuLt, 213 (1919). 


2. Soliciting orders for acceptance Yes 2. Laurentide Co. v. Durey, 


abroad and sale in United States. 231 Fed. 223 (N.D.N.Y. 1916). 
3. Isolated sale from incidental No 3. European Naval Stores Co., 
stock held in the United States, 11 T.C. 127 (1948); Jorge Pas- 


quel, 12 CCH Tax Ct. Mem. 
1431 (1953); The Linen Thread 
Co., 14 T.C. 725 (1950). 


4. Regular sales from stocks main- Yes 4. Intrastate business under 
tained here. general law, therefore “engag- 
ing” in United States business in 

most cases. 


5. Regular purchase of suppliesin Yes 5. I.T. 1406; I-2 Cum. Butt. 

U.S. through agents here exercising 151 (1923); LT. 2792, XIll-1 

discretion. Cum. Butt. 85 (1934); LT. 
2002, III-1 Cum. Buti. 226 
(1924); G.C.M. 21219, 1939-1 
Cum. Butt. 201. 


6. Occasional purchase of goods No 6. T.D. 3111, 4 Cum. Butt. 280 


here. (1921); O.D. 595, 3 Cum. Butt. 
128 (1920); 34 Ops. Att’y Gen. 
93 (1924). 
7. Performance of personal serv- No 7. Int. Rev. Cope or 1954, § 
ices for nonresident alien or foreign 871(c)(1), and regulations 
corporation not doing U.S. business. thereunder. 






®2 The “office or place of business” test was dropped from the statute in 1942. 
% Aktiebolaget Separator, 45 B.T.A. 243 (1941), aff'd, 128 F.2d 739 (2d Cir. 1942); 

Recherches Industrielles, S.A., 45 B.T.A. 253 (1941). 

94 “A sale is consummated at the place where the seller surrenders all his right, title, 
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U.S. 
Activity Business? Authority 


8. Non-discretionary agent here No 8. Scottish-American Inv. Co., 
to collect dividends and interest. 12 T.C. 49 (1949); cf. LT. 3260, 
1939-1 Cum. BuLL. 199. 


9. Stock or commodity exchange No 9. Int. Rev. Cope or 1954, 
transactions through non-discretion- § 871(c)(2), and regulations 
ary agent here. thereunder, as limited by Adda 

v. Commissioner, 171 F.2d 457 
(4th Cir. 1948), cert. denied, 336 
US. 952, 69 Sup. Ct. (1949); 
Commissioner v. Nubar, 185 F.2d 
584 (4th Cir. 1950), cert. denied, 
341 U.S. 925, 71 Sup. Ct. 796 
(1951); Zander & Cia., Ltd. 42 
B.T.A. 56 (1940). 


10. Active management here or Yes 10. Pinchot v. Commissioner, 
abroad by owner of U.S. real estate. 113 F.2d 718 (2d Cir. 1940); 
Investor’s Mort. Sec. Co., 4 CCH 
Tax Cr. Mem. 45 (1945); Estate 
of F. S. Yerburgh, 4 CCH Tax 
Ct. Mem. 1145 (1945); Lewin- 
haupt, 221 F.2d 227 (9th Cir. 
1955); G.C.M. 18835, 1937-2 
Cum. Butt. 141; cf. Evelyn M. 
L., Neill, 46 B.T.A. 197 (1942). 


11. Membership in a partnership, Yes 11. Cantrell & Cochrane, Ltd., 


syndicate, joint venture, etc., doing 19 B.T.A. 16 (1930); cf. British 

business here. Timken Ltd., 12 T.C. 880 
(1949); Int. Rev. Cope or 1954, 
§ 875. 


The question whether an alien business entity may be “engaged in 
trade or business within the United States” by reason of control of its 
American operation is of especial interest. As to partnerships, each member 
of an alien partnership is doing business here if the partnership is doing 
business,®> unless the partnership is organized under a law which makes it 
a separate legal entity taxable as a corporation.®* As to a trust grantor or a 


and interest to the buyer” (except security title). G.C.M. 25131, 1947-2 Cum. Butt. 65. 
That possession is not mentioned is remarkable. Sections 18, 19, and 20 of the Uniform 
Sales Act set forth rules for determination of passage of title, and were relied on in 
Amtorg Trading Corp. v. Higgins, 150 F.2d 536 (2d Cir. 1945). 

% Cope § 875 and regulations thereunder; United States v. Balonovski, 236 F.2d 
298 (2d Cir. 1956); cf. R. J. Dorn & Co., 12 B.T.A. 1102 (1928); Craik v. United States, 
31 F. Supp. 132 (Ct. Cl. 1940). 

% For example, the French civil-law partnership, societé en commandite simple, 
which is the same as the sociedad en commandita described by Justice Stone in Puerto 
Rico v. Russell & Co., 288 U.S. 476, 53 Sup. Ct. 447 (1933). See G.C.M. 18718, 1937-2 
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beneficiary, neither is here simply because the trustee is here.®” As to corpor- 
ations, the question is discussed in the section of this article discussing 
corporations. The general corporate rule is that directorship in domestic 
corporations, attendance at directors’ and shareholders’ meetings here, and 
ownership of stock in domestic corporations do not, without more, con- 
stitute doing United States business.°* But one can imagine a case in which 
the “corporate veil” could be pierced so as not to “exalt artifice above 
reality,” in the language of Gregory v. Helvering.®® 

This question does not seem to have been resolved in tax cases, possibly 
because the enforcement officials are content to allow the Cudahy separate 
entity rule 1° in corporate law to block them in tax cases. The courts have 
been careful to preserve the corporate veil in such cases as European Naval 
Stores Co.°! and the several Linen Thread Co. cases.}° 

The foreign client’s contemplated activities may justify organizing a 
United States corporation to operate as a Western Hemisphere Trade 
Corporation (WHTC). A WHTC must do business (except for incidental 
occasional purchases) exclusively in North, Central, or South America, the 
West Indies, or Newfoundland, and derive 95 per cent or more of its gross 
income for the past three years from sources outside the United States and 
at least 90 per cent from the active conduct of a business.1°* A corporation 
which manufactures or processes goods in the United States and sells them 
in a western hemisphere country cannot qualify as a WHTC because more 
than 5 per cent of its income is from within the United States. But its 
subsidiary which buys those goods and resells them in the western hemis- 
phere can satisfy the 95 per cent source requirement and qualify as a 
WHTC.1% The WHTC has the tax advantage of a special deduction 
against its taxable income of about 27 per cent,! plus the usual credits and 
deductions. Even if it cannot qualify as a WHTC, the domestic corpora- 
tion which earns at least 80 per cent of its income from sources within 


Cum. But. 476. The “joint venture” through a separate subsidiary in the United States 
might be another example of “incorporated partnership.” 

97 Treas. Reg. § 1.871-8(c) (1957); G. Kluehn, 46 B.T.A. 1211 (1942). 

%8 Cf. Turner v. McCuen, 2 U.S. Tax Cas. ¥ 572 (D. Vt. 1930). 

9 293 U.S. 465, 55 Sup. Ct. 266 (1935). 

100 Cannon Mfg. Co. v. Cudahy Co., 267 U.S. 333, 45 Sup. Cr. 250 (1925). 

201 11 T.C. 127 (1948). 

102 128 F.2d 166 (2d Cir. 1942), cert. denied, 317 U.S. 673, 63 Sup. Ct. 79 (1942); 
4 T.C. 802 (1945), aff'd, 152 F.2d 625 (2d Cir. 1945); 14 T.C. 725 (1950). 

108 Cope § 921. 

104 Cope § 269 has been held not to apply to this device. 1.T. 3757, 1945 Cum. 
Butt. 200. 

105 The rather involved method of determining the percentage is set out in CopE 
§ 922. 
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United States possessions should investigate the provisions of Code sections 
931-933. 

Individual resident citizens and aliens and United States corporations 
may carry on their operations outside the United States through an alien 
corporation. In general, the shareholders of such corporations are not 
subject to federal tax on the alien corporations’ income until they receive 
dividends from it. The alien corporations’ income from foreign sources is 
not subject to the normal corporation tax or surtax, nor to the unreasonable 
accumulation of surplus penalty tax, even if the income is actually received 
and held in the United States. Thus, the alien corporation which avoids 
earning income from United States sources is entirely free of federal tax 
even though it is owned by United States residents. 

The foregoing is the barest outline, intended as nothing more than an 
introduction to the treatment of foreigners under our federal tax laws. Each 
particular fact situation must be thoroughly analysed and researched because 
the client’s every movement has a tax meaning all its own. Reference to the 
Code, regulations, tax treaties, and tax commentaries is constantly required. 


STATE TAXES 


The client must be briefed on the multiple tax aspects of operations in 
the United States. The incidence of state income, franchise, capital stock, 
personal property, real property, sales, use, workmens’ compensation, un- 
employment compensation, municipal, incorporation fee, and license taxes 
are dependent upon the degree of the client’s “penetration” into each par- 
ticular state. If the client remains sufficiently aloof to avoid “doing business” 
in a state, most state taxes will be avoided. 

A property tax may be uniformly applied to aliens in interstate and 
foreign commerce as well as citizens in intrastate commerce. Under the 
commerce clause of the United States Constitution a franchise tax may not 
be imposed upon aliens engaged solely in foreign commerce. A direct 
income tax, such as California’s, which applies to local profits of taxpayers 
engaged solely in foreign commerce, will be upheld. 

The client planning to set up an industrial operation in a state should 
investigate state and local tax exemption programs designed to attract in- 
dustry. Many communities are willing to forego property taxes for an 
agreed period of time to bring in new industry. The new state of Alaska 
has a Puerto Rican-type ten-year exemption program from all state taxes 


106 Congress (and the states) may levy a tax on net income derived from the busi- 
ness of exporting merchandise in foreign commerce, although a tax upon the articles 
exported is prohibited. Peck & Co. v. Lowe, 247 U.S. 165, 38 Sup. Ct. 432 (1918). 

107 “T A] tax on net income from interstate commerce as distinguished from a tax 
on the privilege of engaging in interstate commerce, does not conflict with the commerce 
clause.” See West Publ. Co. v. McColgan, 27 Cal. 2d 705, 166 P.2d 861, 863 (1946), 
aff'd per curiam, 328 U.S. 823, 66 Sup. Ct. 1378 (1946). 
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except motor fuel tax. Alaska Lumber and Pulp Co., incorporated in Alaska 
in 1953 by Japanese parent-corporations,!°8 has been granted such an exemp- 
tion and expects to complete a $55 million pulp mill in Sitka in September 
1959,109 










TREATIES 


Each of the treaties in force between the client’s country and the 
United States should be studied.1!° Tax treaties, treaties of commerce and 
navigation, reciprocal trade agreements, and conventions for the mutual 
protection of patents, trademarks, and copyrights vary in detail, but have 
many basic features in common. 

Commercial treaties typically contain “most-favored-nation” clauses 
providing that each signatory will give the other’s nationals any trade ad- 
vantage which it grants to the nationals of any third country.14! Friendship 
and non-discrimination are the essence of these treaties, and they provide the 
foundation for equal treatment in all possible respects by each country of 
the nationals of the other.1!? 

Tax treaties also seek equality. They generally contain clauses for the 
avoidance of double taxation by the home country and the United States 
of profits allocable to a “permanent establishment” in the United States; 11% 
for the allocation of compensation for personal services; * for specific tax 
treatment of capital gains,45 royalties,4* dividends,4!* and interest pay- 



























108 Mitsubishi Rayon Co., Ltd., Kokoku Rayon and Pulp Co., Ltd., Mitsubishi Paper 
Mills, Ltd., and Teikoku Rayon Co., Ltd., among others. 

109 $12 million in 6% first mortgage bonds were bought by Prudential Insurance 
Co. of America, Equitable Life Assurance Society of the U.S., and the General 
Electric Pension trust in the first securities sales in the United States by a Japanese 
controlled firm in the past 25 years. 

110 As of April 15, 1958, tax treaties were in force with 21 countries and in process 
of negotiation with 15 countries. 4 CCH 1959 Sranp. Fev. Tax Rep. § 4200. Treaties of 
Friendship, Commerce and Navigation are in effect with about 40 countries. The Gen- 
eral Agreement On Tariffs and Trade is in effect with about the same number of 
countries. See U.S. Dep’r or State, Pus. No. 6565, CoMMERCIAL TREATY PROGRAM OF 
THE Unitep States (1958). 

111 Treaty of Friendship, Commerce and Navigation With the Federal Republic 
of Germany, art. XII, Oct. 22, 1954, 5 U.S.T. & O.LA. 1939, T.1.A.S. No. 3062. 

112 J, arts., I to XXIX. 

118 This seems to mean a fixed place of business. The client could be “doing busi- 
ness” in a state yet not have a permanent establishment there. Under the specific pro- 
visions of many treaties, even if it has a fixed place of business here it will not have a 
permanent establishment if it merely purchases goods for export, has an agent here with 
no discretion, keeps samples here, or enters isolated transactions or occasionally fills 
orders from spot inventories. E.g., Denmark, France. 

114 The Internal Revenue Code provisions are often liberalized by treaty. E.g., 
Netherlands, Canada. 

115 Rendered non-taxable to certain nonresident alien individuals in most treaties. 
E.g., United Kingdom, France. In this connection, see Note, Effect of Treaty on Tax 
Liability of American Trustee Holding Property for Benefit of Nonresidents, 33 
N.Y.ULL. Rev. 233 (1958). 
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ments; 118 for foreign tax credit; and for reciprocal administrative informa- 
tion and assistance.'!® As an example of the importance of these treaties, 
both the personal holding company surtax !°° and the improper accumula- 
tion of surplus penalty of our Internal Revenue Code are declared to be in- 
applicable to Canadian or United Kingdom corporations, majority control 
of which is held directly or indirectly by alien treaty-country residents. 


PATENTS, TRADEMARKS, AND CoPYRIGHTS 


Long-range planning is necessary for the protection of the client’s rights 
in inventions, marks, names, and compositions used in its business. Changes 
in methods of operating and the forms in which the operations are carried 
on can have considerable effects on the client’s rights in these properties. 
The general counsel must plan the United States business operation so as to 
protect these properties and must guard against attempts to violate the 
client’s rights by unfair competition. A program of continuous servicing 
of the registrations both here and abroad }*1 can perhaps best be carried on 
with the assistance of a firm specializing in this work. 

In the pre-entry survey, the client has ascertained that it will be able 
to make, use, and sell its inventions here,!2? and that its names and marks 
are available nationally and on the state level. To own a trademark, the 
client must either (a) actually publicly identify itself with the mark or 
name as a manufacturer and seller, or as a mere seller, or (b) control the 
use of the name or mark by others in such a way as to guarantee the quality 
of the product identified thereby. 

United States law is such that the client may inadvertently lose the right 
to use a mark or name in the United States which it used there previously 
and which it continues to use in the rest of the world. 


116 Most treaties relieve royalties (except in some cases motion picture royalties) 
of U.S. tax. E.g., Greece, Switzerland. 

117 Recipients with no permanent establishments in the United States are taxed a 
maximum of 15% in several treaties, e.g, New Zealand, Netherlands; 5% in others, 
e.g.. United Kingdom, Switzerland. 

118 Maximum tax rates are reduced in many treaties, tax eliminated in others. 
Dividends and interest paid by foreign corporations to citizens, residents, or organizations 
of other countries than the United States is specified to be not from United States 
sources in most treaties. E.g., Switzerland, Ireland. 

119CCH Tax Treaties Reports contains the full text of treaties covering income, 
estate, and gift taxes, with regulations and annotations. 

120 See Alexander, Foreign Personal Holding Companies and Foreign Corporations 
That Are Personal Holding Companies, 67 Yate L.J. 1173 (1958). 

121 For the trademark troubles of the Zeiss camera company, caught between East 
and West Germany, see Abel, Confiscation and Trade Marks, 4 Int’L & Comp. L.Q. 70 
(1955). 

122 United States Customs can exclude any article which infringes the claims of an 
American patent upon the mere showing that the product literally described in such 
claims has been imported and sold here. See Jn re Von Clemm, 229 F.2d 441 (C.C.P.A. 
1955); Note, 45 Geo. L.J. 113 (1956). 
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The foreign manufacturer of goods or materials for sale in the United 
States may decide to market the goods here through an independent con- 
tractor importer-distributor. The mark and name should be registered in 
the United States Patent Office at this point. The manufacturer should 
clearly indicate the origin of the goods and its ownership of the name by 
appropriate packaging. If an agency relationship is entered later with the 
distributor, the contract should expressly retain ownership of the mark and 
name in the manufacturer. If still later the foreign manufacturer licenses a 
United States manufacturer to make and market the goods under the foreign 
manufacturer’s name and mark, the package should be carefully marked to 
show that the goods are made in America for the foreign manufacturer, 
that they are made to conform with the quality standards of the foreign 
manufacturer, and that it owns the name and mark carried by the goods. 
If eventually a United States factory is established by the foreign manu- 
facturer, control of the subsidiary will give control of the name and mark. 
In each of these steps explicit contractual provisions should be made with 
regard to names and marks, and the actual practices of the parties in rela- 
tion to them must be constantly supervised. 

In this way unpleasant surprises may be avoided, such as the predica- 
ment in which an English woolens concern found itself when it parted 
company with its American agent and then found that the agent not only 
had the exclusive ownership of its name here, but intended to continue 
using it. 


MISCELLANEOUS GOVERNMENT CONTROLS 


The government controls encountered by business in the United States 
do not begin to equal the maze of obstructions encountered by business in 
many other countries. The activities of the client here will indicate what 
controls will apply in each particular case. A partial list would include 
federal laws relating to the entry and sojourn of alien individuals, tariff 
laws, laws affecting foreign owned or controlled property in the United 
States such as the Trading With the Enemy Act,!*3 the War Claims Act,1!?4 
the International Claims Settlement Act,!*° and the Foreign Funds Control 
and Foreign Assets Control Programs administered under these laws. The 
Foreign Agents Registration Act of 1938 126 and the Subversive Activities 
Control Act of 1950 127 may be pertinent. 

Certain federal laws restrict alien corporations and individuals in the 
fields of communication, transportation, atomic energy, employment, li- 


123 40 SratT. 411 (1917), as amended, 50 U.S.C.A. App. §§ 1-40 (1951, Supp. 1958). 
12462 SraT. 1240 (1948), as amended, 50 U.S.C.A. App. §§ 2001-16 (1951, Supp. 
1958). 

125 64 SraT. 12 (1950), as amended, 22 U.S.C.A. §§ 1621-27 (1952, Supp. 1958). 

126 52 Srat. 631, as amended, 22 U.S.C.A. §§ 611-21 (1952, Supp. 1958). 

127 64 Stat. 987 (1950), as amended. 
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censes, and benefits. It is not the policy of the Federal Bureau of Investiga- 
tion to make “routine investigations” of foreign business operating here. 
Possible violations of federal laws are investigated when they are brought 
to its attention.128 The states also impose various disabilities on aliens. For 
example, in many jurisdictions the ownership of lands by or for alien 
corporations is prohibited or limited by express constitutional or statutory 
provisions. An alien corporation’s right to hold lands in the United States 
may, however, be protected by treaty.!”® 


XENOPHOBIA 


Foreign commerce enthusiasts often overlook the fact that a large 
segment of the American business community has a strong dislike for 
foreigners. Business competitors will be the first to encourage the wide- 
spread public feeling that the foreign investor is an exploiter and not a 
contributor, that he is not interested in the local welfare, and that he owes 
his allegiance to a distant stockholder, for whom he will extract from the 
country the highest return possible. This attitude should not be laughed 
off as “provincialism.” It must be carefully measured and dealt with. 

Some businesses encounter more resistance than others. Although “for- 
eignness” may be an asset in the marketing of many luxury goods such as 
perfumes and wines, it is a detriment in most fields. For example, recent 
establishment in the Midwest of a large cement plant by foreign interests 
acting anonymously through a Swiss holding company received a very bad 
press.18° The public relations and advertising programs of the client will re- 
quire expert handling. 

Observance of some elementary rules will be helpful in dealing with 
this problem. The foreign business should become fully integrated with the 
local economy, deal with local businessmen, have its representatives learn 
the language and customs, and become a “good citizen.” It should stay out 
of politics. It should obey local laws scrupulously, with no shortcuts taken 
as “business risks.” It should deal fairly and openly with everyone, and stand 
up for its rights under the constitution and the international agreements 
protecting it.191 

The foreign businessman entering the American market must con- 
sider the effect of each step on the public and on the government employees 
from whom he is attempting to obtain fair and impartial treatment in dis- 


1287 etter From J. Edgar Hoover, Director, Federal Bureau of Investigation, to 
Smith Thompson, Aug. 27, 1958. 

129 Society For Propagation of the Gospel v. New Haven, 21 U.S. (8 Wheat.) 
464 (1823). 

180 Financial pages of Chicago Daily Tribune, Aug. 14, 1958, and Aug. 20, 1958; 
Chicago Daily News, Aug. 22, 1958. Dundee Cement Co. at Dundee, Michigan, is con- 
structing an 18 million bag per year cement plant. It is a subsidiary of St. Lawrence 
Cement Co., organized in Quebec, Canada in 1951 as Atlas Realties Co., which is owned 
by Holderbank Financiere, Glaris, $.A., a Swiss holding company. 

181 Walker, Treaties and Foreign Investment, 5 AM. J. Comp. L. 229 (1956). 
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cretionary administrative matters. He deserves no special privileges, but 
he has a right to expect relative equality of treatment with that accorded 
local capital in business and tax matters. He is entitled to the same protection 
of his person and property, access to the courts, and capacity to contract 


as that enjoyed by United States citizens.1%? 


It may be advantageous from a public relations viewpoint for the alien 
client to acquire an existing United States organization which is well known 
in the local market. Even if this is not done, judicious staffing will often 
soften or conceal the foreignness of the enterprise. Few people think of 
Horlick’s Malted Milk or Twenty-Mule-Team Boraxo as being made by 
English corporations operating in America through subsidiaries.1*8 


















182 Address by Willard L. Thorp, Asst. Sec’y of State, First Hemispheric Con- 
ference of Stock Exchanges, Sept. 18, 1948. 
188 Orher foreign operations which have become familiar here are: 








































Percent 
U.S. Manufacturers Owner Owned 

Brown and Williamson British-American Tobacco 

Tobacco Co. (Viceroy, Co. Ltd., (G.B. and 100% 

Kools, etc.) Ireland 1902) 
American Enka Corp. Algemene Kunstzidge 

Unie, N.V. (Neth. 1911) +50% 

Cross & Blackwell Co. Crosse and Blackwell Ltd. 

(Md. 1928) (England 1920) +50% 
Moore Business Forms, Moore Corp. Ltd. 

Inc., etc. (Ontario 1938) 100% 
Lever Brothers Co. (N.Y.) |Unilever N.V. vs 
Thos. J. Lipton, Inc. (N.J.)| (Neth. 1927) 6 
Vitality Mills, Inc. (Chgo.) = 
Wishbone Products, Inc. a] 

(Del.) 100% y 
(Various holdings) Coats [J. and P.] Ltd. 

(Scotland 1890) —- 

U.S. Borax and Chemical /|Borax Ltd., through Con- 

Corporation (Nev. 1913) solidated Borax, Inc. 100% 
Dunlop Tire and Rubber {Dunlop Rubber Co., Ltd. 

Corp. (N.Y. 1919) (Eng.) +50% 









(Numerous subsidiaries) 


Hiram Walker-Gooderham 
and Worts Ltd. (Can. 
1927) 












Massey-Ferguson Company 


Massey-Ferguson, Ltd. 








(Can. 1891) 








—_— 








The Shell Oil Co. (Del. 1922), which produces and refines oil in the United States, 
is 65% owned by Shell Caribbean Petroleum Co., which is 100% owned by Canadian 
Shell Limited, which is 100% owned by The Batavian Petroleum Co. (Neth.), which 
is 60% owned by Royal Dutch Petroleum Co. (England), and 40% owned by “Shell” 
Transport and Trading Co., 


Ltd. (G.B. 1897). 
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Foreign ownership of domestic corporations has received increasing 
attention here during the last ten years. Earnings on foreign investment in 
the United States in 1957 amounted to $776 million, consisting of $202 
million from direct investment dividends, interest, and branch profits, 
$123 million from undistributed profits of subsidiaries, $250 million from 
portfolio investments, and $201 million from interest on United States 
Government obligations. Foreign net purchases of United States corporate 
stocks fell from $256 million in 1956 to $145 million in 1957, due to the 
“recession” which began in July 1957. Most of these purchases were by 
European investors.134 

Swiss financial institutions are holders of important blocks of stock in 
domestic corporations as nominees for beneficial owners who prefer to re- 
main anonymous.!*> This quiet method of “operating” in the United States 
is gaining in importance. It is very difficult to obtain information on the 
extent to which foreigners own shares in American business, especially 
when the shares are owned anonymously. However, it has been estimated 
that the market value of foreign holdings of domestic corporation stocks at- 
tributable to Switzerland was $522 million at the end of 1949, $1,353 million 
at the end of 1954, and $1,796 million at the end of 1955. All foreign hold- 
ings of domestic corporation stocks totalled more than $7 billion in 1956. 
Foreign long-term investments in the United States were estimated at about 
$13 billion at the end of 1956.16 

The SEC has attempted to obtain the identity of the beneficial owners 
of foreign-held stock in connection with illegal proxy solicitations and 
fraudulent sales, only to be “frustrated by these foreign devices . . . because 
we cannot get jurisdiction over the individuals involved.” 187 

Tax evasion is also possible because withholding of income tax at the 
source is not fully effective where capital gains have been realized by un- 
disclosed beneficial owners acting through Swiss banks.’%* It cannot be 
determined whether the owners are resident or nonresident individuals or 
corporations, or whether or not they are doing United States business, or 
in what tax bracket they are. These factors, as well as the percentage of 


134 U.S, Dep’t or COMMERCE, SURVEY OF CuRRENT Business 22 (Sept. 1958). 

185 Banks in other foreign countries also hold stock as nominees, but Swiss banks 
lead the world in this field. It has several advantages: It is a world banking center 
(“If you see a banker from Geneva jump out the window, be sure to follow him, for 
there is money to be made.”—Voltaire); its penal code forbids disclosure of beneficial 
owners’ identities; it is a successful neutral in wars; it is strongly independent and 
stable; and it has sound money, the flow of which it does not interrupt with controls. 

136 Hearings on SEC Enforcement Problems Before a Subcommittee of the Senate 
Committee on Banking and Currency, 85th Cong., 1st Sess. 53 (1957). 

187 Jq, at 35, 36. Six specific cases from various countries are described, and it is 
asserted that the Commission did not encounter the problem prior to 1955. 

188 Hearings on S. 594, S. 1168, and S. 1601 Before a Subcommittee of the Senate 
Committee on Banking and Currency, 85th Cong., 1st Sess. 24 (1957). 
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tax withheld at the source, affect the tax liability of each such taxpayer, and 
it is not possible to determine whether the full tax has been paid in such 
cases,189 


CoNCLUSION 


We are beginning a new era in the Heartland of America. The world 
is growing smaller and our horizons are growing larger. With the opening 
of the Seaway we stand on the shores of an inland sea which will make 
Chicago one of the major ports of the world. Illinois will be host to many 
new businesses coming here from abroad, and our lawyers must be pre- 
pared to deal with the problems which those businesses will encounter. 
An awareness of those problems is the first step in solving them, and it is 
hoped that this article at least points out certain problems which might 
otherwise be overlooked. 


189 Letter From R. C. Harrington, Commissioner of Internal Revenue, to Senator 
F, J. Lausche, Mar. 19, 1957, reproduced in Hearings, supra note 138, at 31. 









































The lawyer looks at exchange controls... 


“From a condition where there were no rules of law... 
we have moved to a point where there has been established 
. . - a system of limited financial cooperation involving the 
international scrutiny of exchange controls of countries, de- 
signed to eliminate those which hamper the growth of world 
a 


EXCHANGE CONTROLS AND 
INTERNATIONAL LAW 


BY STANLEY D. METZGER * 


SINCE THE END OF HOSTILITIES in World War II there have been 
two major developments in the public international law affecting exchange 
controls.! The first concerns the rights and obligations of nations to impose 
and administer exchange controls, and the second relates to the obligation 
of nations to enforce in their own territories the exchange controls of 
another country. 

As is almost invariably true of international law developments in the 
economic field, indeed in all other international areas as well, these have oc- 
curred through the negotiation and administration of major international 
agreements. So far as the international law relating to the imposition and 


* STANLEY D. METZGER. Assistant Legal Adviser for Economic Affairs, 
Department of State, Washington, D.C. The views expressed in this 
article do not necessarily reflect those of the Department of State. 


1 Nussbaum defines “exchange control” as “literally control of foreign money or, 
more precisely, of media of international payment by the government. ... Actually, 
‘exchange control’ has come to include government control with respect to any financial 
intercourse with foreign countries whatever the currency.” NussspAuMm, Money IN THE 
Law 406 (rev. ed. 1950); cf. Harrop, INTERNATIONAL Economics 101 (rev. ed. 1958); 
“Exchange Control’ is the generic expression for laws or regulations making it im- 
possible for individuals to get foreign currency with a view to carrying out transactions 
that are unlawful in themselves. If the prohibited transactions are at all extensive, it is 
in practice likely also to be necessary to keep a check upon what foreign currencies 
individuals are acquiring for perfectly lawful transactions, and, equally important, to 
ensure the surrender of foreign currencies acquired by the sale of exports or in other 
ways; if there is no such check, the path of the law breaker is all too easy.” 
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administration of exchange controls is concerned, the agreements of most 
importance are the Articles of Agreement of the International Monetary 
Fund, the General Agreement on Tariffs and Trade, and, for the United 
States, the bilateral treaties of friendship, commerce, and navigation. The 
major agreement concerning the obligation to enforce a country’s exchange 
control is one provision of the International Monetary Fund Agreement. 


IMPOSITION AND ADMINISTRATION OF EXCHANGE CONTROLS 


Under the system of nation-states which has prevailed for a considerable 
number of centuries, and, despite Toynbee, appears destined to have con- 
tinued vitality for an extensive future period, any nation has the “sovereign 
right,” as an application of its jurisdiction over anything affecting its terri- 
tory, to control the import or export to or from its territory of any goods 
or services or any claim on its resources, except to the extent that it agrees 
with another nation not to so exercise its jurisdiction. While this or any 
other agreement limiting its freedom of action may be tacit rather than ex- 
plicit, and thus a rule of international law prohibiting this or that kind of 
conduct by nations may evolve through well-nigh universal conduct of 
nations from which a tacit consent of all nations to refrain from engaging in 
such conduct may be implied,? it can readily be seen that especially in the 
volatile economic area of international relations, one will usually look in vain 
for meaningful so-called customary international law rules interdicting this or 
that conduct by nations. Events and techniques in a world which has emerged 
from steam to electricity to nuclear energy in a century and a half, develop 
too quickly to accommodate the common-law method of creating legal limi- 
tations on freedom of conduct by a process of slow accretion. Furthermore, 
there is no law-creating institution, other than specific international agree- 
ments, and none likely to develop. Finally, questions like the international 
solvency of nations, the rate of their economic development, and the in- 
ternal distribution of their wealth, are closely related to the exchange and 
other measures nations take, and are therefore reserved by them for the area 
of their specific consent. These reasons (and of course they are no catalog) 
indicate why, in the absence of specific international agreements to the con- 
trary, a country can do as its pleases, so far as public international law is 
concerned, in regulating or prohibiting imports or exports of goods and 
services and in the exchange of such goods and services for those of another.® 

In the special field of exchange controls, there were special reasons as 
well. Until the present century, and especially until the depression of the 
1930’s, exchange controls were little used by countries.* Ricardian “classical” 


21 OPPENHEIM, INTERNATIONAL Law § 11 (6th ed. 1947). 

3 1 Hype, INTERNATIONAL Law 690-92 (2d rev. ed. 1947), and material and authorities 
referred to therein. See also NussBauM, op. cit. supra note 1, at 475-77; Mann, THE 
Lecat Aspect or Money 419-23 (2d ed. 1953). 

4 While exchange controls go back at least as far as 1353, when Edward III’s Statute 
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economic theory, as embellished by Alfred Marshall and others, had resulted 
in the widespread notion that “there was something fundamentally wrong 
and wicked in changing the value of your currency,” either directly or in- 
directly, internally or externally, and, therefore, a nation which wished to 
engage in domestic activities which had the effect of cheapening the value 
of its currency in relation to gold or other currencies, “must lose its foreign 
markets; must have unemployment at home; must have all its business and 
industrial organizations going through the wringer, finally having a great 
fall in prices and then regaining its foreign markets.” 5 This idea helped to 
inhibit the use of exchange controls and thus, by effectively assisting in limit- 
ing the employment of the technique, prevented the normal operation of 
common-law methods of creating legal rules concerning such controls, since 
this method is particularly dependent on a plethora of occurrences from 
which there may be induced rules of conduct which will govern conduct. 
Consequently, the very absence of widespread use of exchange controls in- 
sured that there would be no customary rules of international law limiting 
the freedom of nations to impose and administer exchange controls as they 
saw fit, despite the widely-held belief that to do so was “wrong and wicked.” 
It also meant that there were no international agreements of wide scope lay- 
ing down rules of conduct governing the use of exchange controls, since 
these too are dependent upon a body of experience indicating the useful 
and harmful aspects of practices. 

As a result, there were no international rules affecting a nation’s right 
to do as it pleased regarding the imposition and administration of exchange 
controls, in the absence of specific agreements by such a nation with another 
nation in which it had voluntarily curtailed its freedom of action. 


Before World War II 


Prior to World War II, then, there was no international law rule in- 
hibiting a country from imposing restrictions, including complete prohibi- 
tion, on the exchange of its currency for that of another or for another’s 
goods or services, or, in such cases as inheritances, on a simple transfer not 
involving an “exchange.” A country was free to impose a system of ex- 
change restrictions over “capital” movements and “current transactions,” ® 


of Staple permitted “merchant strangers” to take out of England only the same amount 
of money they had brought in if “searchers” had put that amount in writing, from 
post-mercantilist times to the 1930’s, and especially since what Nussbaum terms “the 
happy century that preceded World War I,” there were very few. See Nusspaum, 
Op. cit. supra note 1, at 447. See also MANN, Op. cit. supra note 3, at 336-37. 

5 Testimony of Assistant Secretary of State Dean Acheson, Hearings Before Senate 
Banking and Currency Committee on Bretton Woods Agreements Act, 79th Cong., 1st 
Sess. 25 (1945). 

6 There are no precise definitions of these terms. Article XIX(i) of the Fund 
Agreement defines “payments for current transactions” as meaning “payments which are 
not for purpose of transferring capital, and includes, without limitation: (1) all pay- 
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and to administer such a system any way it saw fit, unless it had agreed 
otherwise. Thus, when in 1933 the United Kingdom and Argentina agreed 
that the full amount of sterling accruing to Argentina from the sale of 
Argentine products to the United Kingdom, less the amount required to 
service the Argentine public debt, would be available “for the purpose of 
meeting applications for current remittances from Argentina to the United 
Kingdom,” the United States protested that this would affect adversely 
American business interests in Argentina, but it could not and did not state 
that there was any international law violation involved.” 

The only thing that could be done by other countries was to attempt 
to secure commitments of the same type by agreement. When the bilateral 
trade agreement, involving reciprocal tariff concessions, was concluded in 
1935 with Brazil under the Trade Agreements Act of 1934, the United States 
secured a commitment (article VI) that if the United States and Brazil “shall 
establish or maintain a control of the foreign exchanges, they will accord 
to the nationals and commerce of each other the most general and complete 
application of the unconditional most-favored-nation principle.” ® Much 
more important, in an exchange of notes on the day the agreement was 
signed, the Brazilian Ambassador stated that he “interprets” the promise 
contained in article VI as follows: “The Bank of Brazil will furnish sufficient 
exchange for the payments, as they become due, for all future importations 
of American products into Brazil.” The commitment contained in the ex- 
change of notes was, of course, very meaningful. It amounted to an in- 
definite commitment (which could only be repudiated by violation, or 
termination of the trade agreement upon due notice) that despite the fact 
that Brazil might find herself short of dollar exchange because of a drop in 
coffee prices or of coffee consumption, she could not decide to conserve any 
part of her available dollars for particular kinds of goods deemed necessary 
for her economy by cutting down on the amount she released for payments 
for imported radios or linoleum. This was because in article II of the same 
agreement ® Brazil agreed not to impose any form of quantitative restriction 
on those American goods on which tariff concessions were made in the 
agreement. Since radios and linoleum were in that category, the upshot was 
that Brazil had committed herself in all events to release dollars, even from 
a possibly very limited stock, for an unlimited amount of imports of radios 


ments due in connection with foreign trade, other current business, including services, 
and normal short-term banking and credit facilities; (2) payments due as interest on 
loans and as net income from other investments; (3) payments of moderate amount for 
amortization of loans or for depreciation of direct investments; (4) moderate remittances 
for family living expenses. The Fund may, after consultation with the members con- 
cerned, determine whether certain specific transactions are to be considered current 
transactions or capital transactions.” 


72 Hacxwortn, Dicest or INTERNATIONAL Law 69-70 (1941). 
8E.A.S. No. 82, at 10. 
97d. at 4-5. 
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and linoleum, even though she might want to limit the imports of those 
articles and use her available dollars for food imports. 

It is therefore not surprising that such commitments were secured only 
in special circumstances. The trade agreement with Sweden? contained 
the much milder provision that if Sweden maintained “any form of control 
of foreign exchange, it shall administer such control so as to insure that the 
nationals and commerce of the other country will be granted a fair and 
equitable share in the allotment of exchange,” and would be “guided” in 
its administration by the “principle that, as nearly as may be determined, 
the share of the total available exchange” allotted to the United States should 
be no less than that employed in a representative period prior to exchange 
control to settle commercial obligations to Americans."! Similar agreements 
were concluded with Finland, Honduras, Nicaragua, E] Salvador, Guatemala, 
and Costa Rica, and the latter two also agreed to apply any exchange control 
“in a non-discriminatory manner as between the nationals of the other 
country and the nationals of any third country.” 

The “most-favored-nation” standard of application referred to in the 
Brazilian, Costa Rican, and Guatemalan agreements, either alone or coupled 
with the “national” treatment standard,1* is of extremely limited relevance 
to exchange control. Exchange control is ordinarily employed when a 
country has an insufficient amount of actual or anticipated foreign currency 
or currencies to pay for all of its existing or anticipated obligations in that 
currency or currencies. In such an event, the country is concerned that what 
it has or expects to get of that currency shall be used for what it considers 
to be essential and not unessential imported goods. It ordinarily makes no 
difference to the country concerned whether the dollar exchange it allocates, 
to buy goods which must be paid for in dollars, goes to an American, or an 
Englishman, or a Peruvian, living in New York, London, or Lima. The 
country has no economic motivation for distinguishing on the basis of their 
nationality among the recipients of the dollars it decides to allocate. Since all 
that most-favored-nation and national treatment means is that the naticnality 
of a person or corporation shall, in like situations, be considered an irrelevant 


10 F.A.S. No. 79. 

11 Jd. at 8 (art. ix). (Emphasis added.) 

122 HAcKWORTH, OP. cit. supra note 7, at 75. 

18 National and most-favored-nation treatment are defined in a uniform manner in 
United States commercial treaties. Article XXII of the Treaty with Japan, which 
entered into force October 30, 1953 (T.1.A.S. No. 2863), provides as follows: 

“1, The term ‘national treatment’ means treatment accorded within the territories 
of a Party upon terms no less favorable than the treatment accorded therein, in like 
situations, to nationals, companies, products, vessels or other objects, as the case may 
be, of such Party. 

“2, The term ‘most-favored-nation treatment’ means treatment accorded within 
the territories of a Party upon terms not less favorable than the treatment accorded 
therein, in like situations, to nationals, companies, products, vessels or other objects, as 
the case may be, of any third country.” 
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factor,!* its relationship to exchange control is simply this: If Country A 
decides to allocate dollars for the importation of widget Z, it shall refrain 
from allocating them to an Englishman and not to an American, both of 
whom can only use dollars to purchase widget Z, because of their differing 
nationality; for the “national treatment” standard, merely substitute “na- 
tional of Country A” for “Englishman” in this formulation. Consequently, 
the only function performed by the most-favored-nation or national treat- 
ment standard is to assure that the nationality of the recipient of the dollar 
allocation which Country A decides to make shall not debar him from com- 
peting for, and shall be irrelevant in the determination whether he receives 
dollar allocations which Country A, in its discretion, decides to make avail- 
able. Thus, while it is designed to eliminate the obvious forms of administra- 
tive favoritism, such as to brothers-in-law and particular foreign nationals, 
this is its only relevance to, and effect upon, the maintenance and administra- 
tion of exchange controls. The provision does not mean that Country A 
can only control the allocation of dollars if it also controls the allocation of 
sterling or francs, for by its terms it speaks only of excluding as a relevant 
factor in the administration of a control the nationality of the person to 
whom allocation is made. When a country is long on sterling and short of 
dollars, these are not “like situations.” 

The Swedish type of commitment raises other questions. It did not 
mean that Sweden must control sterling if it controlled dollars; it would 
have made little sense to do that, since Sweden might have been short of 
dollars and long on sterling. But it did mean that if Sweden controlled both 
sterling and dollars, it would attempt to assure Americans their historic 
share of the total of both sterling and dollars allocated. To the extent that 
this meant that Sweden would not discriminate in the administration of the 
sterling allocation on the basis of the nationality of the applicant, it goes no 
farther (and not as clearly) than the most-favored-nation standard dis- 
cussed above, and is just as marginal in importance. To the extent, however, 
that it meant that Americans should receive their historic share in dollars 
of the total of sterling and dollars allocated, even though Sweden was rela- 
tively short of dollars and relatively long on sterling (though still short 
enough to require control of sterling), it could obviously be at cross-pur- 
poses with the exchange control. It is thus natural that Sweden could only 
commit herself to be “guided” by this principle, which would be applicable 
if her holdings and obligations in sterling and dollars were relatively the 
same, and would be departed from otherwise. 

The agreements merely set forth the mechanics of particular bilateral 
dealings which flourished in the 1930’s following the great depression, when 
in addition to depressed levels of production at home, a number of countries 
lost export markets while continuing to need imports they could not pay 


i4See note 13 supra. 
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for with currencies which were not generally in demand. As Harrod neatly 
summarizes the circumstances: 


“The Country (A) restricting transferability usually has difficulties 
with its overall balance; otherwise it would not resort to this course; 
if it can persuade a partner (B) in trade to accept its currency without 
the right of general negotiability, it can (temporarily) run a deficit 
with that country without having to have a countervailing surplus in 
some other part of its trade. Then why does its partner country (B) 
consent to receive currency which is not negotiable outside? There 
are two reasons. A country seldom likes to sacrifice a profitable export 
trade; normally the authorities of (B) give its own traders domestic 
currency in exchange for the non-negotiable currency of (A), which 
the traders surrender; if the authorities of (B) did not do this their 
traders would be inclined to refuse to take payment in the non-negoti- 
able currency of (A). It is feared that the authorities of (A) would 
then, rather than pay out gold on account of liabilities to (B), restrict 
its imports from (B). Thus (B) would run the risk of losing part of its 
export market in (A). Secondly (B) may be sweetened by the hope 
that one day its balances of the (A) country currency will become 
negotiable. 

“One well-known instance of this development was when Germany, 
in the role of country (A) above offered non-negotiable marks to 
Balkan countries before the war in exchange for their agricultural pro- 
duce; the latter were reluctant to sacrifice this market, by refusing 


the German offers, and thereby perhaps to cause a local collapse of 
agricultural prices and reduce their citizens to distress. The great classic 
instance was Britain during the war; if the countries supplying Britain 
refused payment in non-negotiable sterling for their exports to her, 
where else would they find alternative markets for them? And in this 
case the sweetening hope was decidedly present that, after victory, the 
negotiability of sterling would be restored.” 15 


So far as the international legal situation before World War II is con- 
cerned, therefore, there were no customary international law rules relevant 
to exchange control, there was no multilateral agreement of wide scope 
which dealt with the subject, and bilateral agreements varied widely. Those 
bilateral agreements which dealt in most-favored-nation terms were limited 
in relevance. Those which dealt in meaningful terms, such as the United 
Kingdom-Argentine Agreement and the United States-Brazilian Trade 
Agreement (plus exchange of notes) contained the kind of commitments 
which were workable only under a system of bilateral clearings, where the 
trading accounts of both parties balanced out or disclosed a surplus on the 
part of the poorer country. As such, they were appropriate only in that 
kind of bilateral structure of trading, and their staying powers even in that 
context were dubious. Moreover, there was no standard of any kind re- 


15 HARROD, Op. cit. supra note 1, at 103-04. 
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garding the establishment or maintenance of exchange control. While every- 
one appeared to understand that nations adopted them when they were short 
of exchange, there were no rules of the road limiting their maintenance to 
that or any other condition, and no institutional mechanism of wide scope *@ 
had been created to assist nations in overcoming conditions which led to 
their imposition. Countries were subject to no regime concerning exchange 
control, but were utterly free legally to do as they wished except as they 
were forced by circumstances to make commitments to powerful trading 
partners. While they were often thought to be guilty of “heresy” 17 from 
classical economic doctrine if they did maintain exchange controls, such 
preachment was unaccompanied by anything very substantive, and had ap- 
propriate results. 


Since World War II 


During the latter part of World War II, it was realized by the people 
as well as the ministers and civil servants in the major countries of the 
Western World that a reorganization of world trade and a revival of do- 
mestic economies in war-torn countries, and adjustment in those not dam- 
aged by war, would occur somehow in the postwar world. It simply had 
to. The question was whether it would happen in an atmosphere of inward- 
ness and autarchy, or whether governments would attempt to tailor their 
remedies to the form of the world economy which had been developing 
and which required expansion, not restriction, if the needs of peoples were 
to be served. 

In the field of international trade and commerce, a system of stable 
unitary rates of exchange, with a multilateral stabilization fund to correct 
temporary difficulties in maintaining such rates, without exchange controls 
or import quotas on products, and an international institution with sub- 
stantial capital to assist in sound economic development, was envisioned as 
the means of achieving long-term economic and political benefits. A world 
thus conducting its trade and commerce was almost the opposite of the pre- 
war world, but it appeared to most nations of the West to be a desirable 
one. At the same time, short-run considerations indicated that such a world 
was not going to be easy to achieve. 

This broad conception was the basis of the International Monetary 
Fund (IMF),18 the International Trade Organization (ITO),!® the General 


16 For agreements of limited geographical and substantive scope, see MANN, Op. Cit. 
supra note 3, at 425-28. 

17§.R. No. 452, 79th Cong., Ist Sess., pt. 2, at 15 (1945) (quotation from statement 
of Lord Keynes). 

18 60 Stat. 1401 (1945). 

19U.S. Dept. or State, Pus. No. 3206, HAvANA CHARTER FOR AN INTERNATIONAL 
TRADE ORGANIZATION (1948). 
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Agreement on Tariffs and Trade (GATT),”° and the International Bank 
for Reconstruction and Development (IBRD).24_ As might be expected, in 
the framing of the legal rights and obligations of nations in the trade and 
monetary field, account had to be taken of the realities of the world of 
1944-1947 as well as of these objectives. The agreements represented com- 
promises. For example, the Fund Agreement did prohibit exchange restric- 
tions on current transactions unless the Fund approved; 2? but, taking into 
account the felt necessity on the part of many countries to retain them 
despite their dislike of them, it broadly permitted their retention during the 
postwar transitional period of readjustment and revival.?* That period, so 
far as the Fund Agreement is concerned, is not ended. It may even be 
suspected that a number of countries accepted the prohibition of exchange 
restrictions in principle, but not in practice, as the price of access to a hard- 
currency stabilization fund—a sort of international singing for supper. The 
GATT, which was to have been folded into the ITO after that organization 
was created, prohibited import quotas, whether discriminatory or non- 
discriminatory,” but it permitted those which were required by the domestic 
legislation of participating countries at the time they became parties to the 
GATT,” as well as those, whether discriminatory or not, which were 
necessary for balance of payments reasons.”6 

Regardless of motivations and mental reservations, however, the Fund 
represented an agreement in principle that exchange controls over current 
transactions were undesirable and the pressure was against them. Multiple 
currency practices were placed in the same category. A great majority of 
the Fund members did declare par values, and the large stabilization fund 
has undoubtedly been of major assistance in recent years to countries suffer- 
ing from what it has been hoped are temporary maladies. 

By the same token, the GATT removed respectability from the import 
quota. The rule of “no quota” was stated, quotas allowed were exceptions 
to the rule, and the rule itself was to be applied as soon as circumstances 
permit. The tariff preferences of the Ottawa agreements and other similar 
arrangements were frozen—greater preferences were forbidden. 

So far as the international law affecting the imposition, maintenance, and 
administration of exchange controls is concerned, two important develop- 
ments occurred as a result of the Fund’s articles, one relating to restrictions 
on the movement of capital, the other to “current transactions.” 

Article VI, section 3, of the Fund Agreement laid down the rule, among 


2061 Stat. (Part 5) All (1947). 

21 60 Stat. 1440 (1945). 

22 Art. VIII, § 2(a). 

28 Art. XIV, § 2. 

% Art. XI, para. 1. 

25 Protocol of Provisional Application. 
26 Arts. XII, XIII, XIV. 
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sixty-eight countries at present members of the Fund, that, “Members may 
exercise such controls as are necessary to regulate international capital 
movements.” In fact, by stating that a country may not make use of the 
Fund’s resources “to meet a large or sustained outflow of capital,” by au- 
thorizing the Fund to “request a member to exercise controls to prevent 
such use of the resources of the Fund,” and, further, by authorizing it to 
declare a member ineligible to use the resources of the Fund if a member 
“fails to exercise appropriate controls” after such a request (article VI, 
section 1(a)), the Fund Agreement encourages such control where necessary 
to achieve the Fund’s purposes. Thus, the Fund Agreement is fairly char- 
acterized as according to every member government the “explicit right to 
control all capital movements.” 27 As an agreement of this wide coverage 
(sixty-eight countries) and of this explicit nature is about as close as one is 
likely to get to an international law rule on any subject, it is an important 
legal development, even if it merely states explicitly what was within the 
“sovereign right” of countries earlier. More important, of course, is the fact 
that it is not a statement of law in the void, but a part of a functioning 
international system of financial cooperation designed to assist nations to 
maintain equilibrium in their balances of payments. 

The second international legal development marked by the Fund Agree- 
ment concerns controls over “current transactions.” Prior to the agreement, 
as we have seen, exchange controls over current transactions were not inter- 
dicted by any international law rule, although in specific bilateral agreements 
some countries had in fact limited their freedom to apply them to transac- 
tions with certain other countries (i.e., the United Kingdom-Argentine and 
United States-Brazil type of agreement). 

One of the purposes of the Fund is “to assist in the establishment of a 
multilateral system of payments in respect of current transactions between 
members and in the elimination of foreign exchange restrictions which 
hamper the growth of world trade” (art. I(iv)). By joining the Fund, 
therefore, countries commit themselves in principle to the elimination of 
such restrictions. This purpose is furthered by the general obligation of 
article VIII, section 2(a), under which, “subject to the provisions of article 
VII, section 3(b) [a declaration by the Fund that a currency is “scarce”’] 
and article XIV(2) [during the postwar transitional period a nation so 
electing may continue to impose restrictions on current transactions], no 
member shall, without the approval of the Fund, impose restrictions on the 
making of payments and transfers for current international transactions.” 
Thus, article VIII, section 2(a), as well as article I, sets its face against ex- 
change controls over current transactions generally. Article XIV, section 2, 
and article VII, section 3(b), are “temporary” let-outs from the general 
obligation not to maintain such controls, but only the postwar transitional 


27 Supra note 17. See also MANN, op. cit. supra note 3, at 431. 
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period let-out represents a wholly unilateral decision by the country main- 
taining the control; the scarce currency exception is dependent upon the 
Fund’s declaration (none has been made), and even in that event, requires a 
country to consult with the Fund before imposing restrictions. 

The Fund Agreement nowhere lays down explicit standards by which 
(1) it will decide whether, under article VIII, section 2(a), to approve re- 
strictions over current transactions which a country subject to the regime 
of that provision desires to impose, or (2) it will decide to make “representa- 
tions” to nations utilizing the transitional period exception, to abandon re- 
strictions generally or withdraw particular restrictions. Nor has the Fund 
issued “interpretations” 2° or otherwise attempted to set forth general stand- 
ards by which it would be guided in acting under article VIII.2® Apart from 
the fact that many restrictions are imposed for a variety of reasons, such 
as national security, and not because of balance of payments considerations, 
this seems wise. Any standard would need to be stated so widely as to offer 
little assistance to the Fund when it is confronted with the problem whether 
to approve restrictions. Since so much may turn on it, the judgment must 
rest on an appraisal of the total circumstances of the nation concerned, the 
broad objectives of the Fund other than the elimination of restrictions which 
hamper the growth of world trade, and a delicate appraisal whether the 
growth of world trade would be hampered more, in the circumstances, by 
the imposition of the restrictions than by their non-imposition. Since, how- 
ever, under the Fund Agreement the imposition and maintenance of restric- 
tions on the making of payments and transfers for current international 
transactions is subjected to the scrutiny and judgment of the Fund members, 
whether under article VIII or article XIV, it is no longer an utterly un- 
ilateral matter for each member nation. 

The other major agreement concerning exchange controls to which the 
United States is a party is the bilateral treaty of friendship, commerce, and 
navigation. Since the end of hostilities in World War II, the United States 
has negotiated seventeen such treaties containing provisions affecting ex- 
change controls, of which twelve are presently in force.8® The exchange 
control provisions of the later treaties are, with very minor exceptions, 
identical. Using the provisions of article XII of the Treaty between the 
United States and Japan, which entered into force on October 30, 1953, 
as an example,®! the commitments of the parties are four-fold: 


28 Under art. XVIII of the Agreement. 

29In Int’”L Monetary Funp, Tuirp ANN. Rep. or ExcHANGE REstTRICTIONS 3 (1952), 
the Fund, speaking of the postwar transitional period let-out of article XTV(2), stated 
that this provision requires that “members shall withdraw exchange restrictions which 
are no longer necessary for balance of payments reasons.” 

80U.S. Dep’r or State, Pus. No. 6565, CoMMERCIAL TREATY PROGRAM OF THE 
Unitep States (1958). 

81 Supra note 13. The text of art. XII of the Treaty with Japan reads as follows: 

“1, Nationals and companies of either Party shall be accorded by the other 
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(1) Individuals and corporations are to be given national and most- 
favored-nation treatment “with respect to payments, remittances, and trans- 
fers of funds or financial instruments” between the two countries and be- 
tween one of them and third countries. As we have seen *? this is an adapta- 
tion of the Brazilian, Guatemalan, and Costa Rican trade agreement formu- 
lation, and means only that there may not be discrimination on the basis 
of the nationality of the grantee of controlled currency allocations. 

(2) Neither Japan nor the United States may impose exchange restric- 
tions on capital movements or over current transactions “except to the 
extent necessary to prevent its monetary reserves from falling to a very low 
level or to effect a moderate increase in very low monetary reserves.” But 
this provision is specifically stated not to “alter” the “obligations” either 


country may have to the IMF or to preclude imposition of particular re- 
strictions whenever the Fund “specifically authorizes or requests” the im- 
position of such restrictions. This reference to “obligations” means the 
obligation of the treaty partner of the United States which is also a Fund 
member to impose restrictions on capital movements under the circumstances 
covered by article VI, section 1 of the Fund Agreement; that obligation 


Party national treatment and most-favored-nation treatment with respect to payments, 
remittances and transfers of funds or financial instruments between the territories of the 
two Parties as well as between the territories of such other Party and of any third 
country. 

“2. Neither Party shall impose exchange restrictions as defined in paragraph 5 of 
the present Article except to the extent necessary to prevent its monetary reserves from 
falling to a very low level or to effect a moderate increase in very low monetary re- 
serves. It is understood that the provisions of the present Article do not alter the 
obligations either Party may have to the International Monetary Fund to preclude im- 
position of particular restrictions whenever the Fund specifically authorizes or requests 
a Party to impose such particular restrictions. 

“3. If either Party imposes exchange restrictions in accordance with paragraph 
2 above, it shall, after making whatever provision may be necessary to assure the 
availability of foreign exchange for goods and services essential to the health and wel- 
fare of its people, make reasonable provision for the withdrawal, in foreign exchange 
in the currency of the other Party, of: (a) the compensation referred to in Article VI, 
paragraph 3, of the present Treaty, (b) earnings, whether in the form of salaries, in- 
terest, dividends, commissions, royalties, payments for technical services, or otherwise, 
and (c) amounts for amortization of loans, depreciation of direct investments, and 
capital transfers, giving consideration to special needs for other transactions. If more 
than one rate of exchange is in force, the rate applicable to such withdrawals shall be 
a rate which is specifically approved by the International Monetary Fund for such 
transactions or, in the absence of a rate so approved, an effective rate which, inclusive 
of any taxes or surcharges on exchange transfers, is just and reasonable. 

“4, Exchange restrictions shall not be imposed by either Party in a manner un- 
necessarily detrimental or arbitrarily discriminatory to the claims, investment, transport, 
trade, and other interests of the nationals and companies of the other Party, nor to the 
competitive position thereof. 

“5, The term ‘exchange restrictions’ as used in the present Article includes all 
restrictions, regulations, charges, taxes, or other requirements imposed by either Party 
which burden or interfere with payments, remittances, or transfers of funds or of 
financial instruments between the territories of the two Parties.” 


82 See discussion beginning at p. 315 supra. 
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prevails even if Japan could not impose such restrictions under the standard 
set forth in the treaty, i.e., its monetary reserves are not or would not be 
at a very low level but for the restrictions. It also means that if the Fund 
authorizes restrictions over current transactions under article VIII, section 
2(a), such restrictions may be imposed even though the country’s reserves 
are not or would not be at a very low level but for the restrictions. The 
treaty standard is applicable, however, to restrictions maintained by a 
treaty partner which has opted for the transitional period exception of 
article XIV of the Fund Agreement, since those restrictions have not been 
“specifically authorized” by the Fund, but are merely permissible under 
the provisions of the article itself. 

While, as noted, the Fund articles do not lay down a standard by which 
to judge whether exchange restrictions may be imposed, the treaty does 
establish the “very low monetary reserves” standard. The judgment whether 
restrictions are “necessary” to prevent its reserves from falling to such a 
level is for the country to make, subject to contest, it would appear, only 
in the event that the judgment is obviously unreasonable or in bad faith. 
This area of judgment also appears to be applicable to the question whether 
in fact the reserves are “very low.” Consequently, perhaps it is well not 
to make too much of the fact thet the treaty purports to set forth a standard 
in advance as to when controls are permissible while the Fund Agreement 
forbears from doing so. 

(3) If Japan or the United States imposes exchange restrictions, it must 
make “reasonable provision,” after making “whatever provision may be 
necessary” to assure imports of goods or services deemed by it to be essential 
to the “health and welfare of its people,” for the remittance of the compen- 
sation it must make for any expropriated property, current earnings, and 
capital transfers, “giving consideration to special needs for other trans- 
actions.” This provision clearly allows the widest discretion to the restric- 
tion-imposing country. It nevertheless performs two functions: (a) it estab- 
lishes the principle that in a short exchange situation, the short country may 
properly distinguish between relatively essential and unessential imports, 
and (b) by the sequence of stating the purposes for which remittances 
should be “reasonably provided,” it indicates that current earnings, whose 
remittance is far more important for the maintenance and growth of trade, 
should be provided for before capital transfers. In this respect the treaty 
and the Fund share the same conception. 

(4) Finally, exchange restrictions are not to be imposed in a manner 
“unnecessarily detrimental or arbitrarily discriminatory” to the economic 
interests of individuals or corporations of the other country nor to “the 
competitive position thereof.” The key words are nowhere defined in the 
treaty, and, sounding particularly subjective as they do, are probably un- 
definable as a standard of conduct. The most that can be said of this pro- 
vision (and the less said the better), is that it affords a peg on which to 
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hang a protest if there is some outrageous aspect of the administration of 
restrictions which nevertheless does not result in discrimination on the basis 
of the nationality of the grantee of allocations.®* 


OBLIGATIONS To ENrorce ExcHANGE CONTROLS OF ANOTHER COUNTRY 
Article VIII, section 2(b) of the Fund Agreement provides: 


“Exchange contracts which involve the currency of any member 
and which are contrary to the exchange control regulation of that 
member maintained or imposed consistently with this Agreement shall 
be unenforceable in the territories of any member. In addition, mem- 
bers may, by mutual accord, co-operate in measures for the purpose of 
making the exchange control regulations of either member more ef- 
fective, provided that such measures and regulations are consistent 
with this Agreement.” 


On June 10, 1949, the Board of Executive Directors of the Fund, acting 
under article XVIII of the Fund Agreement, issued an interpretation of the 
first sentence of article VIII, section 2(b). This interpretation stated: ®4 


“The meaning and effect of this provision are as follows: 


‘1. Parties entering into exchange contracts involving the currency 
of any member of the Fund and contrary to exchange control regula- 


tions of that member which are maintained or imposed consistently with 
the Fund Agreement will not receive the assistance of the judicial or 
administrative authorities of other members in obtaining the perform- 
ances of such contracts. That is to say, the obligations of such con- 
tracts will not be implemented by the judicial or administrative author- 
ities of member countries, for example, by decreeing performance of 
the contracts or by awarding damages for their non-performance. 

‘2. By accepting the Fund Agreement members have undertaken to 
make the principle mentioned above effectively part of their national 
law. This applies to all members, whether or not they have availed 
themselves of the transitional arrangements of Article XIV, section 2. 

‘An obvious result of the foregoing undertaking is that if a party to 
an exchange contract of the kind referred to in Article VIII, section 
2(b) seeks to enforce such a contract, the tribunal of the member coun- 
try before which the proceedings are brought will not, on the ground 
that they are contrary to public policy (ordre public) of the forum, 
refuse recognition of the exchange control regulations of the other 
member which are maintained or imposed consistently with the Fund 
Agreement. It also follows that such contracts will be treated as un- 


38In addition to the Fund and the commercial treaty of the United States, there 
have been specialized regional arrangements not directly involving the United States 
which deal to some extent with exchange controls. The European Payments Union, 
the European Monetary Agreement, which has recently succeeded the EPU after the 
latter was terminated in January 1959, and the Hague Club are examples. These agree- 
ments are effective among smaller groupings of nations. 


$4 Inr’L Monetary Funp ANN. Rep. 82-83 (1949), 14 Fed. Reg. 5208 (1949). 
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enforceable notwithstanding that under the private international law of 
the forum, the law under which the foreign exchange control regula- 
tions are maintained or imposed is not the law which governs the 
exchange contract or its performance. 

‘The Fund will be pleased to lend its assistance in connection with 
any problem which may arise in relation to the foregoing interpreta- 
tion or any other aspect of Article VIII, section 2(b). In addition, the 
Fund is prepared to advise whether particular exchange control regula- 
tions are maintained or imposed consistently with the Fund Agree- 
ment.’ ” 


Mr. Joseph Gold, Deputy General Counsel of the Fund, has written 
an excellent series of articles on the reasons for and meaning of the pro- 
vision and its official interpretation, which is binding upon all member 
countries, and its impact on the decisions of the growing number of cases 
involving it which have arisen before domestic tribunals of member coun- 
tries.*5 There are, as he points out, a nest of questions which remain to be 
resolved in the context of particular cases. For example, what is an “exchange 
contract”? The Fund’s provisions, their negotiating history, and the official 
interpretation make no attempt to define the term, and there is no “standard” 
definition. Some read the provision so that any contract which “involve[s] 
the currency of any member” is an “exchange” contract, despite the fact 
that this does violence to the text.2* Again, as of when is it determined 
that a contract is an “exchange contract,” the time of making or the time 
of performance? This of course can be crucial, as in the case of X and Y, 
nationals and residents of Country A, contracting in A’s currency, when Y 
subsequently migrates to Country B and sues for performance in B.87 Does 


35 Gotp, The Fund Agreement in the Courts (5 articles), Int’l Monetary Fund Staff 
Papers, Apr. 1951, p. 315; Nov. 1952, p. 482; Oct. 1953, p. 290; Aug. 1956, p. 1; 
Nov. 1958, p. 461. See also Gold, The Interpretation by the 1.M.F. of its Articles of 
Agreement, INTL AND Comp. L.Q. 1 (1958); Gold, Article VIII, Section 2(b), of the 
Fund Agreement and the Unenforceability of Certain Exchange Contracts, Int'l Mone- 
tary Fund Staff Papers, Feb. 1955, p. 330. 

36 See Gold, Int'l Monetary Fund Staff Papers, Nov. 1958, p. 466, where Mann is 
so quoted. 

87 See Perutz v. Bohemian Discount Bank in Liquidation, 304 N.Y. 533, 110 N.E.2d 
6 (1953). In that case, the court of appeals held that where X had paid into an account 
the money owed but could not remit because of A’s exchange control regulations, and 
the contract was governed by the law of A, New York could not refuse to give 
effect to A’s exchange control regulations on public policy grounds because both the 
USS. and A were members of the Fund. Since the subject of the contract was a pension 
to be paid by X, a bank, to Y, its employee, it may be doubted that this was the type 
of “exchange contract,” if indeed it was such a contract, that the drafters intended 
would be covered by art. VIII, § 2(b). The negotiating history of the section strongly 
indicates that it was aimed at trading transactions, since it is these, if engaged in to a 
significant extent outside exchange restrictions, which can affect the international 
value of currency. There is no indication in the opinions of the appellate division or 
the court of appeals that this negotiating history was brought to their attention, and 
it is by no means clear that courts would so hold if they analyzed the history of the 
provision, considering the matter purely as an interpretation of the Fund’s articles, 
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a contract have to speak in currency terms before it “involves” the currency 
of a member, or does the fact that it involves a country’s resources (for which, 
in international significance, currency is merely a claim) mean that the sec- 
tion applies? ** There are other questions as well. 

Nor is it entirely clear in what respects private conflict of laws doctrines 
are “changed” by article VIII, section 2(b). While, before the Fund Agree- 
ment, there were cases in domestic tribunals in many countries in which 
courts refused to enforce foreign exchange control regulations on “public 
policy” grounds, there was a growing tendency the other way.®® Likewise, 
while many courts have refused to enforce such controls if they deter- 
mined that they were not part of “the law which governs the exchange 
contract or its performance,” the cases are too diffuse doctrinally to state 
with confidence that article VIII, section 2(b), as interpreted, “changes” 
private conflicts rules.¢ 

However, it is clear that a change in public international law has oc- 
curred. Before the adoption of the Fund Agreement, there was no inter- 
national law rule which obliged any country to enforce in its territories 
the exchange controls of another country. Now there is an agreement 
amongst sixty-eight countries members of the Fund mutually so obliging 
them. This obligation stemmed from the basic purpose of the Fund to “pro- 
mote international monetary cooperation” (art. I, (i)), the realization that ex- 
change restrictions on capital movements were sometimes necessary (art. 
XIV, art. VIII, section 2(a), art. VII, section 3), and that therefore “a 
measure of collaboration among them designed to give effect to each other’s 
exchange control regulations” #1 contributed to the objectives of the Agree- 
ment. The translation of this obligation upon countries to decisions in 
cases has perhaps been overlooked by many, but it is taking place and should 
not be underestimated. 


CONCLUSION 


In the field of exchange controls, as in many others, there is growth 
in the rules limiting the freedom of countries to act as they please. This 
growth of international law takes place importantly only through the nego- 
tiation and administration of agreements between countries. In the eco- 
nomic field it hardly takes place at all in any other way, and this is likewise 
very largely true of all restrictions on the conduct of nations. From a con- 
dition where there were no rules of law, which was the situation before the 


38 Supra note 36, 

39 NussBAUM, Op. cit. supra note 1, at 461-64; Goopricn, Conriicr or Laws 345-47 
(3d ed. 1949); MANN, op. cit. supra note 3, at 354-60. 

40 See MANN, Op. cit. supra note 3, at 360-77. 

“ Gotp, Article VIII, Section 2(b), of the Fund Agreement and the Unenforce- 
ability of Certain Exchange Contracts, Int'l Monetary Fund Staff Papers, Feb. 1955, 
p. 332, , ; 
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late war, we have moved to a point where there has now been established, 
through institutions and agreements designed to deal with some of the causes 
of disequilibrium in international balances of payments, a system of limited 
financial cooperation involving the international scrutiny of exchange con- 
trols of countries, designed to eliminate those which hamper the growth 
of world trade as soon as that can feasibly be done; to permit the use of 
controls when it is commonly agreed that they are needed (a judgment in 
which obviously great weight is given to the desires of the country im- 
mediately concerned); to assure cooperation in their enforcement; and to 
encourage controls on capital movements where necessary. 

While a very wide area of complete freedom of action on the part of 
individual nations continues to exist, they have, at the least, subjected their 
monetary policies affecting world trade to the scrutiny of other nations 
which can be affected by such policies. This has been done, indeed could 
only have been negotiated, in conjunction with the establishment of a func- 
tioning system of financial assistance, without which any rules would have 
been mere sound without substance. While it would, of course, be mislead- 
ing to characterize these developments as fundamental in comparision with 
the other forces which dictate the economic actions of nations, it would be 
equally wrong to dismiss their significance. They represent substantial be- 
ginnings in the creation of foundations for international economic coopera- 
tion capable of dealing meaningfully with the problems of interdependent 
nations, 





An economist looks at exchange controls and monetary problems. . . 


“In contrast to the international monetary upheavals of the 
past quarter century, the major international economic prob- 
lems of the next decades will center around the shifts of re- 
sources both within the developed world, and between the 
developed and underdeveloped countries.” 


CONTEMPORARY INTERNATIONAL 
MONETARY PROBLEMS AND 
INTERNATIONAL TRADE 


BY RICHARD G. BIRNBERG * 


IT SEEMS FAIR TO SAY that the central international monetary problem 
of the mid-twentieth century has been the failure of the advanced countries 
on the one hand, and the underdeveloped nations on the other, to conduct 
their monetary and fiscal policies in a way appropriate to the maintenance 
of total financial transactions balance at a level which would also achieve 
reasonably full employment of resources in the first group and accelerated 
growth rates in the second. The consequence of this failure has been, given 
the commitment (which is the hallmark of our time) to employment and 
growth, the persistence of administrative controls on foreign exchange and 
the movement of commodities and services across national boundaries which 
have choked off—not always successfully—excessive demands for foreign 
exchange, but have not operated against the monetary sources of the prob- 
lem. 

The fact that most of these controls have now been removed by ad- 
vanced countries indicates that for this group at least, reasonable success 
has been achieved after about thirteen years; but this has been, to a degree, 
at the cost of full employment, and has involved a deterioration of the terms 
of exchange between the developed and the underdeveloped worlds detri- 


* RICHARD G. BIRNBERG. Economist, International Cooperation Ad- 
ministration. The views expressed are not necessarily those of the Inter- 
national Cooperation Administration. 
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mental to the growth and well being of the latter group. The problems of 
the immediate future will be examined at the conclusion of this paper. 

The persistence of such controls on the part of much of the under- 
developed world, and the absence of any signs that they will be removed 
shortly, suggests that these countries are neither growing at the rates they 
desire nor achieving transactions balance through monetary and fiscal meas- 
ures, This failure has a number of very serious political and social conse- 
quences, apart from purely economic considerations; however, from the 
over-all point of view, monetary imbalance and the imposition of con- 
trols on international transactions on the part of the underdeveloped portion 
of the whole, are far less serious than imbalance in the developed sector, since 
the volume of transactions involved is quite small and therefore there is 
little interaction of a depressive or inflationary character. 


Tue DIverRGENT ProBLeMsS oF ADVANCED AND UNDERDEVELOPED ECONOMIES 


It is generally agreed that advanced industrial economies have the 
necessary monetary and fiscal tools to maintain a total transactions balance 
at a level which will keep reasonably full employment of human and capital 
resources. It is equally plain that we know enough about the inter-relations 
of the various sectors of the economy, as well as the relationship of the in- 
ternal to the external (or foreign balance), to be able to adopt reasonably 
successful policies to bring about financial equilibrium without reducing 
employment except for a brief transitional period. There are of course situ- 
ations which impose severe limits on monetary and fiscal authorities, and 
make of them merely “passive” operators adjusting (or trying to adjust) the 
economy to outside pressures. Small economies, for example, are in no posi- 
tion to pursue active policies if a major deflation, or inflation, is spreading 
outward from major economies. Similarly, monetary policy cannot modify 
a change of taste in the world at large for the major commodity export of 
a small developed economy— it can only adjust the economy to a lower level 
of living. 

It is equally obvious that while the monetary and fiscal authorities of 
underdeveloped countries (which are always “small” in the purely economic 
sense, even if they bulk large in the production of any one internationally 
traded commodity) have power over the creation of money claims on re- 
sources, they are forced to be passive with respect to inflationary or defla- 
tionary pressures coming from the outside, except for very temporary 
circumstances. 

The two preceding paragraphs have distinguished economies both as to 
their size and their stage of development. These distinctions are important 
for prescriptions of appropriate monetary and fiscal policy as well as for 
analysis. All small economies, whether advanced or backward, industrial 
or agricultural, must play a “passive” role with respect to major movements 
of prices and incomes; all large economies—which are by nature advanced 
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and industrial—by pursuing proper monetary and fiscal policy and main- 
taining reasonably full employment of their human and capital resources, 
will at the same time keep the rest of the world from moving into a general 
inflationary or deflationary condition. The relatively advanced economies, 
although diverse in size and pattern of economic activity, have the institu- 
tions and resources required to pursue skilfully, and without endangering 
other objectives, the congruent goals of financial equilibrium and full em- 
ployment. The less developed economies have less flexibility and less well 
developed institutions. Their desire to accelerate the rate of economic 
growth requires exceedingly adroit handling of the monetary situation so 
that each investment decision of public authorities or private persons will 
prove to be “economic” at a later date when the entire resource structure 
has been re-arranged to support a higher level of output and consumption. 


Monetary EQuILIBRIUM AND EXCHANGE AND TRADE CONTROLS 


Two situations would justify the temporary use of exchange and trade 
controls to support the policies being pursued by the monetary authorities. 
A world-wide deflation, arising from the failure of the major countries to 
maintain employment and financial stability, would warrant the temporary 
introduction of controls over international transactions by the smaller econ- 
omies. Although it is not likely that these would do very much in the way 
of insulation, they might prevent a further spreading of the downturn. Such 
restrictions would not be practical if the deflation is protracted; in fact 
their persistence ultimately would do more harm than good to the small 
countries themselves and to the world economy. 

Administrative controls on the expenditure of current income or ac- 
cumulated claims are similarly justifiable in war time, and in the first stages 
of postwar reconstruction if the destruction of human and capital resources 
has been very serious. In 1947 per capita consumption in Western Europe 
was 12 per cent below that of depressed 1938; its capital goods import re- 
quirements to restore shattered facilities were enormous; the liquid claims 
built up during the war against non-existent postwar resources were very 
large. Therefore, it was impossible to bring the monetary situation under 
control without resorting to impossibly draconian measures, and it was 
clearly undesirable to adjust the financial transactions balance to the real 
resources situation prevailing at that time. Consequently, controls over 
international transactions were logically and practically part of national 
policy. However, the persistence of such controls beyond the first stages 
of reconstruction represented failure to utilize appropriate monetary and 
fiscal instruments in the right way at the strategic times. 

In sharp contrast, trade or exchange controls are unsuitable and im- 
practical instruments for the achievement of such objectives as the reduc- 
tion of the inequality of wealth and income. If a community seriously 
desires to narrow the range of income or wealth differences, it must ac- 
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complish this either by legislation on inheritance and property, or by taxa- 
tion of current income. Barriers to the expenditure of income in one direction 
are likely to encourage higher expenditure in another; in this way the 
social problem is left unsolved, and one economic problem is exchanged for 
another. 

Financial transactions balance and full employment are logically con- 
gruent. The governments of most major industrial countries are at present 
firmly committed to full employment, while those of all underdeveloped 
countries support accelerated economic growth. Therefore, the persistence 
of international monetary disorder in the mid-twentieth century flows from 
the failure of governments either to accept the fact that external dis- 
equilibrium is logically related to internal monetary imbalance, or to choose 
wisely among alternative monetary and fiscal solutions. The false assump- 
tion that administrative controls attacking the symptoms of monetary dis- 
order are logically and practically necessary for the success of policies 
directed to the achievement of full employment and/or accelerated eco- 
nomic growth, has been at the root of much public policy since 1945, and 
continues to be the intellectual basis of the development and financial policies 
of a number of underdeveloped countries. The widespread conviction in 
Europe during 1946-51 that administrative controls were permanently neces- 
sary and socially desirable without doubt delayed governments in their 
use of a number of appropriate and practicable fiscal and monetary measures, 
as well as influencing them to choose combinations of fiscal and monetary 
policies which, to be successful, required foreign exchange and trade con- 
trols. The movement away from such controls on the part of European 
countries from 1952 to 1958 came about for a number of reasons, among 
them the growing popular realization that once total output had gone be- 
yond prewar, bringing per capita consumption potentialities above 1938, 
controls on imports just as controls on domestic consumption were no 
longer necessary or practicable. Indeed, the steady liberalization of trade 
brought into sharp relief the qualitative significance of freer trade for the 
ordinary consumer. One additional factor of some importance was the 
fact that non-nationals (foreigners) were not willing to accept and hold 
currencies which could be used only for the products of certain countries 
or products under rigidly defined conditions. This meant that there was 
growing pressure on major European traders either to grant relief from 
trade and exchange restrictions, or to lose their markets to suppliers who 
offered better terms of currency conversion. 

The specific policies undertaken by monetary and fiscal authorities to 
correct monetary maladjustments and foreign exchange problems without 
endangering the objectives of full employment or accelerated growth will 
depend on the institutional framework, as well as the magnitude of the 
maladjustment and the authorities’ assessment of the key monetary factors 
involved. The framework includes such variables as: the proportion of 
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economic activity (and therefore of total financial transactions) in the hands 
of the central government, local governments, and quasi-governmental 
bodies; the proportion of liquid claims held in the banking system; the 
responsiveness of holders of liquid claims to various indices of economic 
adjustment such as price levels, rates of interest, wage rates, and so on; the 
responsiveness of the private economy to the price and availability of bank 
loans; the degree to which agreements between firms to maintain prices 
and/or share markets are legal and/or wide-spread; and how far “con- 
fidence” of foreigners and nationals in the long-term stability of the cur- 
rency (i.e., in the long-term prospects for a stable price level) affects their 
willingness to hold this currency as against other currencies, securities, or 
goods. 


Types oF EXTERNAL PAYMENTS PROBLEMS 


The following grouping of external payments problems into major and 
minor categories is meant to identify patterns and causes of monetary im- 
balance. This analytical framework leads directly into a more detailed ex- 
amination of the central issues which have confronted monetary authorities 
in the past fifteen years. 


During a Period of General Deflation 


First of all, what are the various balance of payments developments 
likely during a period of general, world-wide deflation? It is possible that 
one or more advanced economies which have small payments surpluses 
under normal conditions will increase those surpluses during the cyclical 
downturn. This development is not likely unless the country’s external 
transactions are large in terms of world trade, but small in relation to its 
own economic activity. The only statistically proven example is that of 
the United States during the 1930’s, and conditions then were too extra- 
ordinary to support a general conclusion. World deflation is more likely 
to bring about serious external payments problems for advanced economies. 
Payments problems became persistent in the depression of the 1930’s be- 
cause advanced countries sought to escape continued domestic deflation by 
a variety of monetary and administrative techniques directed to “exporting” 
unemployment. Under “normal” circumstances, the deflation of incomes 
and costs in the advanced countries dragged down external payments along 
with receipts, so that deflation was exported all around, and potential or 
temporary international monetary problems were “solved” by making the 
depression global. 


During a Period of General Stability 


Major or minor countries can suffer serious monetary imbalance and 
external payments difficulties during a period of general, world-wide sta- 
bility, but these are not likely to spread imbalance widely. It is also theoreti- 
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cally possible that an advanced economy with a high saving and investment 
rate, although maintaining reasonably full employment but because of 
peculiarities of its wages structure, or the effect of its investment on the 
prices of its export and import-competing products relative to the price 
of other industrial countries, may develop a persistent balance of payments 
surplus of sufficient size to impose balance of payments pressures on other 
countries, Although this perplexing problem has been considered by some 
theoreticians as being relevant to the problem of the “dollar shortage,” it 
is extremely doubtful whether its roots are of a monetary character. 

Another possible source of difficulty for an advanced economy in a 
period of world economic stability, would be the maintenance of an ex- 
cessively high fixed exchange value of the currency (given internal cost 
conditions and the absence of cost flexibility), which by choking off po- 
tential purchases of traditionally exported commodities imposes both in- 
ternal unemployment and persistent pressure on the balance of payments. 
This was a common problem in Europe during the 1920’s, when monetary 
and fiscal authorities (as well as political figures) sought to gain the fiscal 
stability of prewar Europe by imposing the “sign of stability,” in the form 
of prewar exchange ratios, on economies which were unable to perform 
satisfactorily under this condition. Unemployment rates ranging from 7 per 
cent to 12 per cent of the labor force characterized a number of European 
economies throughout the boom of the middle and late 1920’s, along with 
restrictions on capital transfers designed to protect unstable balance of pay- 
ments positions. 

Finally, any member of underdeveloped economies might be character- 
ized by repressed payments deficits, along with rising prices (or, if price 
controls are imposed, relatively high and rising black market prices) during 
a period of world financial stability and full employment in the advanced 
countries. These conditions would result from excessive investment leading 
to monetary imbalance and temporarily large payments deficits which 
could no longer be financed. 


During a Period of General Inflation 


A general, world-wide, inflationary tendency will result if there is an 
uncontrolled pursuit of full employment and accelerated growth by the 
majority of advanced and underdeveloped countries, especially if there is 
no international authority which has the power and the tools to impose 
total transactions equilibrium on the key countries in international trade. 
Few countries would be able to insulate themselves from such a general 
inflationary condition if it persisted over a period of years. On the other 
hand, a successful effort by the major industrial countries to bring about 
internal monetary equilibrium, remove controls on their international 
transactions, and maintain their total output at or near capacity, would 
make possible a general condition of stability which would allow smaller 
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countries to dismantle fiscal or direct controls they had been forced to 
impose. 

A world-wide inflation is likely to be coincidental with the following 
circumstances in advanced countries: full or over-full industrial employ- 
ment (by “over-full” meaning a state of affairs in which listed employment 
vacancies far exceed the number of persons actively seeking employment); 
central government budgetary deficits (especially if subsidies are paid out 
to keep prices of consumers goods down) or balanced budgets at a very 
high level of expenditures; rising food and raw material prices and, de- 
pending on the central government’s policies on subsidies and price con- 
trol, rising or reasonably stable final products prices; and either large ex- 
ternal payments deficits, or potential deficits repressed by administrative 
controls on foreign exchange and import transactions. General inflation 
will almost certainly involve most underdeveloped countries in unbalanced 
budgets, rising prices, and larger than anticipated external payments deficits, 
which are repressed by administrative controls if they get “out of hand.” 

It is always possible that during such a period of world inflation and 
monetary imbalance, a small country might be able to pursue a sufficiently 
flexible and wisely handled monetary and fiscal policy, so that its external 
payments position would be secure without controls. Thus, an under- 
developed primary producer, by adopting a fluctuating exchange rate and 
a cautious economic development plan, might avoid external payments crises 


and internal inflationary pressure, but could not avoid rising factor costs 
and product prices. And throughout such a period there would be countries 
which, through chance factors or by budgetary policies of just sufficient 
strength, would for a time achieve external surpluses. 


The Present Situation and the Near Future 


The world is, at the present moment, in a period of very mild deflation. 
In contrast to the last period of downturn—1953-54—this deflation is gen- 
eral throughout the advanced and underdeveloped areas, and in contrast 
to the European recession of 1952, the present pause has succeeded a long 
period of output growth and a steady decline of open or repressed external 
deficits. In fact, the removal in December 1958 by all the major industrial 
and trading economies of virtually all remaining exchange and trade con- 
trols on current transactions for non-residents has been made easier by the 
effect on the balance of payments of the slowdown of economic growth 
and the decline of the prices of raw materials and foodstuffs. 

It seems likely that the outlook for the near future is a pendulum move- 
ment between periods of relative stability and periods of mild open or re- 
pressed inflation, depending on political circumstances and the skill, per- 
ception, and power of monetary and fiscal authorities. There seems to be 
no reason to expect that in future periods of stability any advanced country 
will choose a combination of monetary and budgetary policies which would 











Spring] INTERNATIONAL MONETARY PROBLEMS 335 





impose on itself continuous idleness of its resources, such as prevailed in the 
United Kingdom between 1925 and 1929. It is even more difficult to imagine 
that the major countries would permit the recurrence of a world-wide de- 
flationary spiral on the order of 1930-32. However, we cannot expect the 
International Monetary Fund, which was created specifically to combat 
massive deflationary forces, to play a strategic role in counteracting general 
depressive tendencies. 

The absence of a sufficiently powerful international stabilizing institu- 
tion and the cyclical pattern of the past year and a half suggest that al- 
though the world will be able to avoid severe deflation and inflation, a mild 
trade cycle will remain. The absence of excessive monetary liquidity (ex- 
cept in specific instances of underdeveloped countries of small international 
consequence) and the completion of all capital restoration in Europe, have 
brought monetary problems to manageable proportions and will operate 
against any tendency to use administrative controls in place of, or as allies 
to, budgetary and credit measures. If these assumptions are correct, the 
swing of advanced countries between mild inflation and mild deflation will 
bring about a generally similar swing of prices and real incomes throughout 
the world. The same psychological and political factors which I assume will 
prevent major countries from permitting themselves to slide into a serious 
decline of income and employment should operate to encourage general 
reflationary measures if a general mild deflation sets in. The revulsion 
against the inflationary excesses of 1947-51 will surely support general 
monetary deflationary measures if mild inflation persists in a major country. 

If these assumptions are accurate, the problem for the present and the 
near future is to concentrate attention on the most appropriate and prac- 
ticable measures to be used by an advanced country to bring a mild infla- 
tion and balance of payments deficit under control without resort to ad- 
ministrative controls on external transactions, and similarly on the measures 
most suitable for an underdeveloped country involved in a long-term de- 
velopment effort to bring persistent inflation and larger-than-planned ex- 
ternal payments deficits to an end without endangering economic develop- 
ment. (The measures to be adopted by advanced countries afflicted with 
mild deflation are more obvious and less in dispute.) 

The fact that Europe and the United States have not yet taken strong 
steps to bring to an end the past eighteen months’ cessation of economic 
growth would appear to contradict the tone of assurance on which the last 
paragraph concluded. The present world recession has imposed sharp de- 
creases of export income on the underdeveloped countries, and has burdened 
advanced countries with unused capacity and, by postwar standards, high 
unemployment. The unwillingness of governments to take strong measures 
seems to reflect their fear that the amount of credit creation and budgetary 
ease required to overcome the present recession might bring about mild 
inflationary pressures, balance of payments deficits, and a threat to the con- 
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vertibility measures introduced in December 1958. Furthermore, it is com- 
monly understood that the proper and practicable combination of policies 
needed to bring mild inflationary pressures to an end have not been fully 
developed. In this sense, the present situation supports the fundamental 
argument developed immediately above. No one can question the need for 
successful analysis of the monetary and fiscal problems of the under- 
developed world; the grave political consequences of improper policy pre- 
scriptions for these countries’ monetary and development problems is surely 
obvious. 


Monetary AND Fiscat Potictes To CouNTERACT MILD INFLATION IN AN 
ADVANCED Economy 


What are the relevant characteristics of a mild inflation in an industrial 
economy at a time of world-wide financial stability, and what are the most 
reasonable and empirically supportable assumptions about economic be- 
havior (that is, responses to changes of prices, earnings, etc.) both within 
and without the troubled economy? The most obvious characteristic is 
the full utilization of all available human and capital resources. If the 
inflation has been going on for some time, it is reasonable to suppose 
unemployment to be below the “frictional minimum.” The persistence 
of inflation will have brought about a rise of wage rates and unit labor 
costs greater than the rise in other industralized countries. Along with 
this upward movement of the wages element of factor costs, the continu- 
ing high rate of investment will have brought about an increase in the 
other elements of cost in the industrial sector. Since the government, by 
definition, has not yet taken any fiscal measures to counter-act the per- 
sistence of inflationary factors, the budget is likely to be in balance or 
in very slight deficit. It is improbable that the government has been sub- 
sidizing consumer goods to keep prices down, but more reasonable to 
assume that the government has been spending increasing sums for wel- 
fare purposes. Persistent mild inflation means that these various develop- 
ments have brought about a general rise of prices and money incomes, 
since the factor payments for services will have responded to rising costs 
and incomes in the other areas of economic activity. The combination of 
rising domestic money income, the prices of domestically produced goods, 
and capacity operation of industrial enterprises, will have induced larger 
imports of raw materials and semi-finished goods (to supply the needs 
of producers unable to obtain sufficient supplies from home production, 
or who have normally imported their material requirements from abroad) 
and finished products (for consumers who wish to purchase new com- 
modities, commodities in larger quantity, or cheaper goods than available 
in the inflated home market). Higher product prices will have reduced, 
or at least checked, the rate of growth of exports. An external payments 
deficit can be assumed to have developed, financed up to this point by 
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the transfer of reserves of internationally acceptable means of payment to 
creditors (e.g., gold, dollars, pounds sterling, etc.). 

The following assumptions about behavior or response would seem in 
order: that consumers (income recipients) respond to a rise of prices 
greater than the rise of money income, or a rise of prices without a rise in 
income, in the same way as to a fall of money income greater than a fall 
of prices—namely to reduce their volume of consumption; that businessmen 
modify investment plans in the light of price expectations as well as in terms 
of the price and availability of long- and medium-term loans; that the prices 
of imports in foreign currency, assuming constant external conditions, will 
remain the same whatever the variation of demand or actual consumption of 
imported goods by the country in question; that foreign demand for, or 
actual consumption of, the exports of the inflated country would respond 
to a price change (in foreign currency) in such a manner as to affect the 
external payments position of the country; finally, that resources are 
sufficiently varied to offer the possibility of meaningful responses to changed 
monetary conditions, but that institutional structure and arrangements (e.g., 
trade unions, private business arrangements on price maintenance, etc., and 
welfare payments by the state) tend to make such shifts sluggish. 

What is wanted of public policy at a time of persistent mild inflation 
is a reduction of total monetary expenditure, and a switch from expenditures 
on imported goods sufficient, when combined with larger exports, to set the 
payments problem to rights. A sufficiently sensitive complex of monetary 
and fiscal measures will act on the sources of total monetary expenditure 
in such a way that the switch from imports will be part of the total eco- 
nomic adjustment. Ideally, the policies will be such as to release resources 
for the production of additional goods for export and affect the price of 
exports in such a way that additional sales are made to the outside world. 
However, it is one thing to choke off demand or expenditure, and it is quite 
another to encourage particular sales, and it is this important difference 
which may have led some contemporary writers on these problems to con- 
centrate too heavily on the “switching” element of policy and by this to 
lend support to the apparent advantages of direct, specific, or administrative 
measures over general fiscal or monetary tools. These advantages (which 
are disputable on practical grounds alone) are thoroughly outweighed by 
their prime disadvantage: namely, that policies which neither themselves 
attack the roots of the monetary disorder, nor are a subordinate part of 
such policies, will serve to aggravate the monetary problem and will as a 
result become a permanent rather than temporary feature of public policy. 

It is only fair to mention that there has been some academic support for 
the view that resource movements are so slow, and responses of consumers 
and businessmen to price and income changes so slight or even perverse, that 
monetary or fiscal measures would have no effect whatsoever unless their 
range were violent and their impact drastic. The logic of this position as- 
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sumes that there is no sensible pattern of human response to income and 
price change. Consequently the policy conclusions drawn by these analysts 
are totally opposite to those suggested in this paper. But since these argu- 
ments do not appear to have sufficient logical or empirical merit (on the 
whole the statistical material allegedly supporting the analysis is drawn from 
what might be called the “pathological” period of monetary history— 
namely 1930 through 1950) they will not be included in my discussion of 
areas of dispute with respect to the “best” policy prescription for a given 
malfunctioning of the monetary system. 


Restricting Credit 


Since mild inflation implies excessive money expenditure, and money 
claims in a modern economy are “manufactured” by the banking system, 
anti-inflationary public policy requires some measures of a credit-restricting 
sort. These will vary depending on the specifics of the banking system; for 
example, systems based on a fractional reserve principle might rely on 
changes of the reserve requirements to restrain bank lending, while other 
systems would require different treatment. More careful scrutiny of bank 
loans under consideration would, by itself, reduce entrepreneurial expendi- 
tures, as businessmen would be forced to reassess their chances of obtaining 
loans in the future, and the rejection of loan prospects as a result of the 
stricter criteria would bring about reduced investment in plant or inventory, 
which would release resources and reduce over-full employment. As a 
matter of fact, restrictions on bank lending could at the same time play a 
role in switching expenditure by expanding loans to actual or potential 
exporters while restricting loans to businessmen supplying the home market 
(except for those producing goods in competition with imports). The de- 
velopment of bank-financed installment purchasing by consumers offers an 
opportunity for a direct effect by the use of credit restrictions; resources 
would be made available rather quickly as sales of consumer durable goods 
would be reduced. The effect of credit restriction and higher interest rates 
on the movement of internationally mobile short-term funds which was at 
one time an important part of the “balancing” mechanism for a country 
suffering from a balance of payments crisis no longer has particular sig- 
nificance—although there was a movement of liquid funds into Germany in 
1956 when interest rates were higher there than in the rest of Europe—nor 
is it likely to play an important role in the near future. Furthermore, it is 
doubtful that funds ever did move into any country responding to short- 
term interest rates, unless that country was a major element in the inter- 
national market and had a wide variety of investible securities for possible 
purchase or sale. 


Reducing Spending and Increasing Taxes 


Fiscal measures designed to dampen inflationary pressures can be more 
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powerful than credit measures by attacking income and spending at the 
source, but they are likely to be slower moving than credit restrictions. 
Here again there is a wide variety of measures available to the modern 
state; the choice of means will depend on the pattern of taxes and public 
expenditures at the moment, as well as on considerations of their effect. A 
reduction of capital expenditure by the central government, or of grants 
to local authorities for similar purposes, is the most obvious and direct 
approach, but although this would reduce the spending stream and release 
resources which are likely to be usable in the export industries, the shift 
may take quite some time to take economic effect (the reverse of the lag 
between appropriating and spending). Raising existing transactions taxes 
or extending the area of coverage offers a speedy method of influencing 
consumer real expenditure, on the assumption that a rise of prices with 
money income remaining stable will be interpreted as a reduction of real 
income. If the range of transactions taxes is sufficiently wide, total real 
expenditure is apt to fall, although not necessarily on the items taxed. If 
the real income effect is significant, the demand for and consumption of 
imports will fall along with the consumption of home products. The next 
stage may be a rise of consumption of home goods as expenditure is switched 
because prices of home goods begin to fall relative to imported goods (the 
general price effect of the disinflation). In both stages, however, the ex- 
ternal balance is benefited via a reduction of the volume of imports. An 
increase of the income tax, especially if introduced on a current or pay-as- 
you-go basis, will have an equally powerful income effect on total and 
specific expenditure, but it may affect specific commodities in different 
proportions. 


Devaluation 


A devaluation of the country’s foreign exchange rate has been sug- 
gested as an appropriate tool to check a payments deficit arising from 
monetary inflation. This would have its effect by raising prices of imported 
goods to home consumers because the importers would have to pay more 
local currency to purchase the same amount of foreign currency. It is 
assumed that the prices quoted by suppliers will not be affected by the 
change in the value of the currency, since the country’s volume of con- 
sumption is not large enough in terms of the world market to influence 
sellers to adjust their prices to avoid losing a market. Consequently, the 
reasoning that follows does not apply to really large countries such as the 
United Kingdom; that is why a devaluation of the pound sterling is fol- 
lowed by devaluations of more or less equal amount by countries whose 
exports are largely purchased by the United Kingdom or other sterling 
markets. A devaluation is also likely to encourage larger export sales by 
increasing the amount of local currency earned by the exporter for each 
unit sold and therefore inducing resources into production for export. This 
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is based on the assumption that the exports have been held back by the in- 
ability of exporters to quote going international prices because of the in- 
ternal price structure and the pre-devaluation value of the currency. Such 
an expansion of exports would probably only bring the country back to its 
“traditional” share of the international market. If the producers are quite 
specific and had not “lost out” during the period of mild inflation to the 
suppliers of other countries, devaluation should permit small price reductions 
(in foreign currency) which, under normal circumstances, would induce 
sufficiently larger volume sales to increase the total amount of foreign cur- 
rency earned. 

Now, both these effects of a devaluation would involve a switch of ex- 
penditure away from imports or towards home production: higher prices 
of imports (in domestic currency) bringing consumers to purchase home 
output and lower prices of exports (in foreign currency) influencing for- 
eigners to buy. Therefore, if there are no credit and fiscal measures de- 
signed to reduce the total level of monetary expenditure, a devaluation 
would probably lead to further pressures on resources and would bring 
about its own undoing. A number of critics have suggested, therefore, that 
devaluation under these conditions is a self-defeating policy. Indeed, it 
would be on the assumption that it is used alone in a period of mild infla- 
tion and full employment. Other critics have argued that devaluation would 
not work for an opposite reason. It is possible to interpret the “statistics” 
of prewar devaluations and their trade effects as “proving” that a decline 
of price (via cheapening the value of the currency in the international 
market) does not bring about a sufficient increased volume of sales to for- 
eigners to yield increased foreign exchange earnings. If this is so, devaluation 
would worsen the foreign exchange position of a country rather than better 
it. But this analysis has little to support it. The statistics in question relate 
to a period of competitive devaluation and severe unemployment, and under 
these circumstances all sorts of “perverse” reactions were possible, including 
holding off purchases of goods when they had become cheaper because 
that meant they might become cheaper still. Secondly, the logic, although 
internally sound, rests on the untenable supposition that the demand for 
most commodities is “inelastic.” 

The adjustment of the foreign exchange value of the currency must be 
viewed as a means of encouraging the switching of expenditure; its effect 
on the foreign position is likely to be immediate and it has this advantage 
over credit or fiscal policies. I have in mind a small change which is re- 
versible at a later date if the situation rights itself, just as the credit and 
fiscal measures can be changed to suit conditions. Obviously, a persistent 
inflation, if permitted to go on long enough (with the rest of the world in 
a condition of reasonable stability), might require a major adjustment of 
the international value of the currency—a “once and for all” shift changing 
the country’s relationship to the costs and prices of the rest of the world 
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sufficiently drastically to bring it back to the position it had before the in- 
flationary process started. The implications of the International Monetary 
Fund’s charter, and the monetary history of the world since 1939, have so 
fixed this concept of devaluation in the popular mind, that the idea of a 
small change seems mildly revolutionary. But such a change is of a piece 
with the other measures discussed above, since none are designed to be a 
permanent part of national economic policy. 

Two methods of adjusting the exchange value of the currency upward 
or downward are available to the monetary authorities. The first of these 
is for the authorities themselves to pursue a deliberate flexible adjustment 
policy, guided by their own judgment of the degree of change required. 
The other is to allow the “market” to control the range of movement by 
leaving the rate totally “free.” While the former approach is both logical 
and practicable, it has, in fact, not been pursued. Until the 1930’s the idea 
of a calculated policy of adjustment of the exchanges was abhorrent to bank- 
ing and financial circles (except under circumstances exhibiting the most 
extreme pressure). The violent shift after 1931 towards the practice of 
competitive currency depreciation was part of a general policy to “export” 
unemployment; such adjustments therefore had nothing to do with con- 
trolling inflationary pressures. The reaction to the vast monetary difficulties 
of the prewar decade was partly responsible for the emphasis on a fixed 
rate of exchange in the charter of the International Monetary Fund. There 
continued to be little interest in, or acceptance of, the policy of adjusting 
the exchange rate to accommodate the economy to external pressures or 
internal inflationary conditions, in the late 1940’s, despite the fact that the 
widespread monetary imbalance of that period called for more imaginative 
treatment of payments problems than were being pursued at the time. 

The proposal that the rate of exchange be determined by market de- 
mand and supply, that is, the current monetary reflection of underlying 
consumer and producer responses and anticipations to the changing rela- 
tionship of costs and prices between one country and the rest of the world, 
has attracted support from conservatives in academic circles who regard 
this monetary device as the only available alternative, given the mid- 
twentieth century’s conditions of inflexible costs and sluggish resource re- 
sponses, to the pre-1931 “gold standard” adjustment process. It is presumed 
that a relatively small movement of the rate, unaccompanied by any fiscal 
or monetary measures, will be sufficient to adjust or switch expenditure 
and resources and bring the external payments position into balance. The 
absence of contrary or corroborative empirical evidence leaves some doubt 
whether the “floating exchange rate” would be able to bring about a re- 
arrangement of expenditure and resource use which, in the absence of credit 
and fiscal policies designed to reduce the flow of money demand, would 
maintain financial stability over a period of time. On the other hand, the 
supporters of the floating rate are in a strong position on one critical point. 





342 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


Critics of this approach have argued that the maintenance of a fixed rate 
forces governments to take speedy monetary and fiscal action when con- 
tinuing inflation brings about persistent external payments deficits, whereas 
reliance on the swing of a free rate would do nothing to discourage govern- 
ments from continuing inflationary policies. There is little recent evidence, 
however, that governments have recognized that, given the commitment 
to a fixed exchange rate, there is need for powerful monetary and fiscal 
policies when inflationary pressures have brought about payments crises. 
In fact, governments characteristically introduced quantitative restrictions 
to “switch” expenditures from the foreign to the home market rather than 
rely on monetary and fiscal measures, although these administrative controls 
have neither beneficial internal monetary consequences nor encourage the 
enlargement of exports. 

The German external payments crisis of 1950-51 illustrates how far it 
is possible to instance contemporary monetary history to support one or the 
other side of this controversy. The supporters of the “floating rate” have 
argued that had the Germans allowed the mark freedom to respond to 
the market assessment of its worth, the rapid increase of imports (both 
volume and value) and the concurrent rise of the European Payments Union 
(EPU) deficit during the last six months of 1950 would have been ended 
quickly, and the payments crisis of November 1950—March 1951 would 
have been avoided. In contrast, the advocates of the fixed exchange rate 
policy point out that the combination of credit restrictions, higher trans- 
actions taxes, and quantitative restrictions on imports, took a number of 
months to curtail imports sufficiently to end the growth of a German debt 
to the EPU; the implicit conclusion is that the exchange rate would have 
had to decline very sharply to do any better, and that such a decline would 
have had repercussive effects on other national economies ultimately more 
serious than the temporary impact of the measures that were taken. As a 
matter of fact, the particular example seems to be singularly unsuitable for 
either position. The world-wide inflationary situation following the outbreak 
of the Korean war, the common anticipation throughout the industrially 
advanced world that the prices of most raw materials would continue to 
rise, and the peculiar position of the German economy following currency 
reform (the disinflation of 1948-49 had ended only six months before the 
volume of imports began their upward advance), had induced such a wide- 
spread shift from cash balances to goods among producers and consumers 
that very powerful world-wide monetary and fiscal measures would have 
been a necessary pre-condition to rapidly successful German anti-infla- 
tionary policies. It is interesting that the basic pessimism of the skeptics 
at that time regarding the long-term German capacity to maintain a pay- 
ments equilibrium without quantitative restrictions, is matched at the present 
time by a similar pessimism regarding the likelihood that German payments 
surpluses will cease without massive control measures imposed by the rest 
of the world. 
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Tue Use or ADMINISTRATIVE ContTROLS To Repuce ExTERNAL 
PayMENTs DEFICITS 


What about using administrative controls, which do not attack under- 
lying monetary imbalance, to reduce external payments deficits to manage- 
able proportions? There are three of these: quantitative restrictions on im- 
ports, exchange control limiting the use of foreign currencies by residents 
(or country nationals), and restrictions on the right of non-residents (or 
foreigners) to convert their earnings into gold or other internationally 
acceptable means of payment. Their use characterized the monetary scene 
from the end of the war to the late 1950’s. 


Quantitative Restrictions on Imports 


The first of these affects domestic expenditure in the same manner as 
a decline in the international value of the currency. Whereas a depreciated 
currency reduces expenditure on foreign goods by making them more ex- 
pensive relative to domestic goods, and thereby encourages expenditure on 
home production, quantitative restrictions on imports either deny residents 
the right to obtain any imports of a specific commodity, or limit the amount 
they can purchase to something below that which they would have con- 
sumed in the absence of such controls. This means that the money income 
which would have been spent on these imported commodities is spent on 
domestic output or is held in the form of highly liquid balances. The con- 
sequence of the imposition of such controls (assuming for argument that 
the reduction of expenditure is significant) would be to burden the already 
overburdened economy a bit further. The anti-inflationary effect of the 
former excess of imports over exports is gone, but no check has been im- 
posed by these measures at any rate on the sources of the internal inflationary 
pressure. Furthermore, export prices are not likely to fall; they are more 
likely to continue to rise, bringing in their train reduced exports, and a re- 
emergence of the external deficit. Quantitative restrictions, to be effective 
even in the short run, require as a matter of logic that domestic price con- 
trols be instituted, and some rationing of consumer supplies. Although these 
controls might be tolerated in wartime, and in other periods of accepted 
national emergency, they are neither likely to be imposed or accepted other- 
wise, however grave the monetary situation. Consequently, quantitative re- 
strictions worsen the conditions they are intended to control and provide 
no means of overcoming them. 

It may be that a temporary inflationary situation which the authorities 
are bringing under control by the use of monetary and fiscal measures would 
warrant the imposition of quantitative restrictions if these parallel internal 
direct controls, as investment licensing or rationing of specific scarce ma- 
terials. But this argument does not provide a justification for their use at a 
time of persistent mild inflation. 
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Exchange Control 


Exchange control has generally been imposed coincidental with, or prior 
to, other administrative measures designed to restrict availabilities of cur- 
rency for foreign transactions. Whereas restrictions on imports erects one 
kind of a bar between the potential consumer and the object of expenditure, 
exchange control does the same thing for objects of expenditure which can- 
not be “touched” at the customs house, such as foreign travel and export 
of capital. It is generally accepted that specific restrictions on capital export 
are appropriate at a time of monetary imbalance, as are also limitations on 
the amount of foreign exchange allowed for travel abroad if the amount of 
foreign exchange saved is critical, although the latter carries the odium of 
discrimination among persons on a matter of taste. The logic rests on the 
common-sense view of the peculiarity of these objects of expenditure: 
monetary and fiscal policies are not likely to restrain persons of means from 
spending current income or drawing on capital for foreign travel, especially 
at a time when internal measures have raised the “cost” of luxury goods. 
The same applies even more strongly to capital outflow which is most likely 
to be stronger at a time of disinflation if the tax measures hit at current 
dividend income. However, this limitation on the general presumption 
against administrative controls does not apply to the exchange controls in- 
stituted during the 1930’s by some European nations to gain economic or 


political advantages, nor to the controls of the 1940’s and early 1950’s which 
were part of the pattern of quantitative imports restrictions and currency 
conversion restriction. 


Restrictions on Convertibility 


Restricting the foreigners’ use of currency earnings from current trade 
and invisibles transactions would mean that a portion or the whole of the 
payments deficit originating from monetary imbalance would not, for the 
moment, cost gold or other foreign exchange reserves. Whereas exchange 
control is national legislation applying to citizens, this third restriction ap- 
plies to the actions of foreigners, and can take effect either by an explicit 
bilateral payments agreement between governments or central banks, or in 
a less formal way by advice of the central bank to overseas commercial 
banks and their agents that current earnings of foreigners will be impounded 
or their conversion limited. To get foreigners to delay demanding payment 
in goods or in acceptable international means of payment and to agree to 
keep their earnings in the form of bank balances, treasury bills or other 
acceptable domestic securities in the country imposing the restriction may 
be a useful short-term measure, from a national point of view, for a country 
suffering from a mild inflation and a persistent payments deficit, but it has 
some obvious practical limitations. At a time of general stability it is not 
likely that the country which is afflicted with inflation would be in a posi- 
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tion to extort such agreement from its actual or potential creditors, for there 
would be no incentive for the outside world to sell for “blocked” earnings. 
Furthermore, although the relief for the immediate payments problem would 
be advantageous, the method involves (of itself) no monetary or fiscal 
measures which would correct the internal situation and enable the country 
to pay off its debts later. The most notable instances of successful restric- 
tion on convertibility have been those of Germany from 1934 to 1939, and 
the United Kingdom from 1940 to 1958; without arguing the merits of the 
cases, either from the national or international point of view, it is clear that 
the conditions which permitted their institution and continuation were vastly 
different from those assumed for the argument here. It is fair to say that 
the international repercussions of the policies pursued by these countries 
were serious and deleterious. 

Attention has been centered on the means of reducing or controlling 
inflationary pressures in a typical advanced country because the major 
monetary problem of the near future would seem to be to narrow the swing 
between mild inflation and mild deflation, and along with this, the fluctua- 
tions of the prices of primary products. Now, it is true that there is a good 
deal of skepticism in academic circles about the effectiveness, or if effective, 
the desirability, of leaning on monetary policy alone to handle excessive 
aggregate demand. The contemporary view generally leans, as indicated 
in this paper, to a combination of monetary and fiscal policies, with the first 
regarded as peculiarly suitable for controlling inflationary situations caused 
by inventory accumulation, and the second as appropriate to cases of over- 
investment in long-term capital. The fiscal, monetary, and foreign exchange 
policies put forward here, with due weight given for the particular circum- 
stances of the country, should be sufficient to reduce inflationary pressures 
and, at the same time, strengthen the underlying forces which will maintain 
full employment, monetary balance, and output growth. Once effective 
demand is maintained, the general circumstance of advanced countries is 
such that investment opportunities are made manifest or emerge which, given 
the pattern of resources, the level of technical and scientific knowledge, and 
the rate of saving, will automatically yield an investment rate which will 
support the maximum potential rate of growth. 


DEVELOPMENT PRoGRAMS AND Monetary POoticteEs IN 
UNDERDEVELOPED CoUNTRIES 


The central issue facing the underdeveloped world is that of bring- 
ing into an appropriate combination resources and policies to accelerate 
the process of growth while maintaining financial equilibrium and a balance 
of payments deficit no larger than the inflow of foreign capital. Monetary 
balance is necessary so that the authorities understand the true dimensions 
of the social and economic barriers to accelerated development, as well as to 
establish the proper proportions of the appropriate “inputs” of capital, 
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technical knowledge, social change, and so on. It is, consequently, more 
difficult to establish a “typical” inflationary situation from which to survey 
the range of alternatives and equally difficult to lay out appropriate com- 
binations of policies. What follows, therefore, is an effort to set out the 
more important problems, particularly as these suggest the policy issues of 
the future. 

Those governments of underdeveloped countries which have embarked 
on a program of industrialization, financed by government deficits, gen- 
erally have chosen to pursue this course and have used this method of 
financing because they have been led to believe that some degree of infla- 
tion is necessary to increase the rate of saving, that the average productivity 
of industry always is higher than that of agriculture, and that drawing un- 
productive labor from the agricultural sector will not reduce the output of 
food crops and raw materials for export and home consumption. These 
three propositions are debatable. 


Is Inflation Necessary To Stimulate Savings? 


The first proposition has been supported by a variety of historical 
illustrations which are alleged to prove that output and savings have risen 
more in periods of rising prices than in periods of falling prices. The ex- 
amples usually cited (such as the United Kingdom from the 1890’s to 1913 as 
against 1870’s to 1890’s) raise more problems than they solve: for example, 
what was the true causal relationship between rising prices and rising out- 
put; what about examples of inflation which have discouraged saving and 
encouraged hoarding; and how relevant are examples drawn from countries 
well past the early stages of economic development? This proposition also 
has been supported by a logical argument which runs something like this: 
higher income earners save more than low income recipients; inflation 
tends to raise the incomes of the business class (profits) more than other 
economic groups; therefore, with the proportion of total money income 
going to high savers rising, the volume or rate of saving will rise since money 
income, by definition, is rising. There is one critical weakness to this argu- 
ment: it fails to distinguish between a pattern of income and expenditure 
at a point in time, and the pattern over time, when conditions are changing. 
While inflation tends to produce high profit income, it is not so clear that 
the entrepreneur will save a higher proportion, or even the same proportion, 
of his higher income, when the cause of the increase is temporary or vari- 
able, nor is it self-evident that the volume of real savings and investment 
will rise. 

Is Industrial Labor More Productive Than Agricultural? 


The second proposition rests on an uncritical comparison of the sta- 
tistics of international per capita income. It directs attention to the results 
of a long period of investment in advanced countries, as against a short 
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period in relatively backward countries, and concludes that the means to 
the end are indicated by the pattern of economic activity mow existing in 
the high income countries. It disregards the fact that a large number of 
countries with high per capita incomes are predominantly agricultural (ad- 
mittedly at a high level of productivity, and resting on a highly trained 
labor force along with vast amounts of capital investment), and further, that 
the proportions of total economic activity in the various sectors of different 
economies with roughly similar per capita incomes differ widely. These 
facts support a less one-sided evaluation of appropriate roads to develop- 
ment by emphasizing that each stage of development rests on the best 
combination of available resources at that time, and that the “best” relates 
to combinations which will yield sustainable growth over time. 


Does an Agricultural Labor “Surplus” Really Exist? 


The third proposition, which has considerable support in academic and 
governmental circles, is the intellectual basis of much inflationary financing 
now going on in the underdeveloped world. This asserts that the typical 
underdeveloped agricultural economy has “surplus” laborers in the agri- 
cultural sector whose removal from the working combination of the factors 
of production would leave total output of food and raw materials undimin- 
ished, while their addition to new combinations in industry will yield new 
output. If this is so, inflationary money put into circulation may raise prices 
of agricultural products—and have some effect on the balance of payments— 
but total output will rise in the short run, and monetary equilibrium will be 
achieved in due course. 

It is doubtful that withdrawing even unproductively used labor will 
not bring about some reduction of output in the agricultural sector. A re- 
duction of output, however small, combined with higher money demand for 
food, will unquestionably divert food from export. In addition, the infla- 
tionary pressures will increase the prices of foodstuffs and raw materials, and 
in this way influence the export position. The argument also overlooks the 
possibility of using the unproductively employed labor in the same eco- 
nomic sector, by re-combining factors there, and also adding factors of 
production to produce a larger amount of the same product or a new com- 
plex of products. 


“Real” and “Monetary” Problems 


The formulation used above moves between the “real” and the “mone- 
tary” sphere just because the problem of development is one involving the 
volume, quality, and combination of appropriate resources rather than the 
application of monetary measures to engage or dampen economic activity. 
On the other hand, monetary and fiscal policy and monetary phenomena are 
important just because governments of underdeveloped countries, acting on 
precepts drawn from these questionable general propositions, have gone 
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about creating money claims so far in excess of available human and other 
resources (including those presumed to be enticeable out of hiding by the 
impact of inflationary money) that serious balance of payments problems 
have developed, along with patterns of investment which, frozen by suc- 
cessive decisions of the exchange control or import licensing authorities, 
have so far failed to accelerate the rate of development or solve the external 
payments problem. 


The Crucial Role of Exports in the Underdeveloped Country 


The fact that the typical underdeveloped economy has a large area of 
economic activity which is untouched by the vicissitudes of international 
trade hides the crucial fact that exports play a critical role in promoting 
economic development of such countries. Whereas government expendi- 
tures in a typically advanced country like the United Kingdom represent 
one and a half to twice the value of exports, and private investment close 
to one and a half that of exports, exports represent a force considerably 
larger than investment or government activity in a typical underdeveloped 
country. This should mean that development programs must seek to pro- 
mote activities which would in due course further the solution of the cur- 
rent payments problem. The fact is that the 1957 volume of exports of 
the underdeveloped world was 50 per cent above 1928, and 40 per cent 
higher than 1938, whereas imports were double that of either earlier year; 
an export surplus of $1.7 billion in 1928 (which represented relatively low 
investment) changed to an import surplus of $3.4 billions in 1957 (which 
reflected much higher investment). The vast enlargement of investment 
does not appear to be bearing fruit. Perhaps accelerated investment under 
continuous inflationary conditions neither adapts countries to resource-use 
patterns which will overcome current monetary problems, nor is it “eco- 
nomic” when the monetary authorities find ways of squeezing out some of 
the inflationary water. 


Common Problems of Development 


The situation common to many underdeveloped countries seems to be: 
a large budgetary deficit; continuous factor cost and product price in- 
creases; shortages of labor in critical occupations, and other technical bottle- 
necks frustrating planned output growth; higher internal consumption, 
especially of traditional export commodities; high investment in new in- 
dustries fostered by quantitative restrictions, catering to the home market, 
and requiring large imports of raw materials to keep alive. 

The monetary and fiscal restraints suggested for over-full employment 
and inflationary pressure in an advanced economy are scarcely appropriate 
for an inflated underdeveloped economy. The speculative element in lend- 
ing, and the important role of the money lender, means that credit restraint 
by banking institutions will push borrowers into the “street” and probably 
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choke off some borrowing due to higher rates of interest, but if budgetary 
deficits continue, credit controls are not likely to reduce total lending 
significantly. A reduction of the deficit, on the other hand, by a reduction 
of development activity, will without doubt reduce the pressure on the labor 
market, and may solve the external payments problem, but at the cost of 
withdrawing, temporarily at any rate, from the commitment to reduce 
poverty. This is why budgetary expenditure reduction alone is inappropri- 
ate; a delay in capital construction is not serious for an advanced country, 
but a stoppage of development projects represents a real defeat for an under- 
developed economy. 

What is needed is a combination of policies which will moderate ex- 
cessive money demand and at the same time allow the exchange rate to 
settle at a point which will provide a reliable measure of money cost and 
return for development planning. The critical problem is the allocation of 
capital between major economic sectors, giving due weight to the present 
and future requirements of the foreign balance, as well as to the long-term 
potential of untested and untrained human resources. 


Policy Alternatives: Flexible Exchange Rates 


It has been argued that a flexible exchange rate policy would be unsuit- 
able for an underdeveloped country because consumption of raw materials and 
foodstuffs does not respond significantly in the short-run to price changes. 
But this is not relevant to a single country unless it represents a very large 
proportion of world supply (in which case, paradoxically, a higher export 
price induced by internal inflation might, for a time, raise foreign exchange 
earnings as much as higher internal money demand increases foreign ex- 
change payments); in the ordinary situation, its exports will move in inter- 
national trade only at the going world price. There is sufficient recent evi- 
dence to indicate that if an underdeveloped country chooses to finance its 
development program by budgetary deficits, the combination of higher in- 
ternal demand and rising internal prices will bring about one or a number 
of the following circumstances: some of the exportable produce will be 
consumed at home; bilateral barter arrangements will be made with ad- 
vanced countries at prices (imports as well as exports) above world market 
levels; exports will be subsidized from regular revenues or from surcharges 
on imports—a form of exchange depreciation; the fixed rate will be dropped 
altogether. There are a number of instances of Latin-American countries 
which had unsuccessfully attempted to maintain a fixed or multiple rate 
system and turned to a floating rate with success, but the “other conditions” 
were such (including large amounts of American investment) that a floating 
rate raised fewer problems than it might in less favorable circumstances. 


Quantitative Restrictions 
Rather than rely on adjustments of the exchange rate, the primary pro- 
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ducer might consider the imposition of quantitative restrictions. The limita- 
tions of this approach, as applying to an advanced country, have been ex- 
amined, and the conclusion was reached that this method’s weaknesses are 
serious. But for an underdeveloped country, import restrictions raise further 
and more troublesome problems. The construction, and perpetual modifica- 
tion, of a pattern of restrictions is very complex; the administrative diffi- 
culties, and the tendency for corruption, are especially severe for the un- 
trained staff of an underdeveloped society. Furthermore, the restrictions 
quickly tend to assume the form of tariff protection for “infant industries” 
which do not seem to grow up. The creation of a protected market in an 
advanced country often poses serious difficulties but there is clear oppor- 
tunity for use of resources elsewhere in the economy—the problem for the 
backward country is that the industries which are fostered by such restric- 
tions may represent, in due time, the major fields of industrial activity. Con- 
sequently, the quantitative restrictions become the key to the development 
program, and judgments about appropriate fields for investment are made 
in the office of the import licensing authorities. Their view of the long-term 
problem is not likely to be that most conducive to the overcoming of major 
obstructions to continuing and sustainable economic progress. 


Multiple Exchange Rates 


Some countries which desire to avoid the assumed dangers of a floating 
(single) rate and the obvious difficulties of quantitative restrictions have 
adopted a multiple exchange rate, representing various degrees of deprecia- 
tion for different classes of imports, exports, and financial transactions, On 
the whole, countries adopting this system have hoped to accomplish con- 
flicting purposes—such as maintaining the pace of development but at the 
same time keeping the price level from rising—so that the classification of 
import categories, appropriate to one set of aims, has defeated the other. 
In order to maintain the level of expenditure on capital projects, the 
“favored” category of imports (so defined because the rate of exchange 
favors the importer) commonly includes all capital goods imports: this 
means that there is no inducement to reduce the internal budgetary deficit. 
In order to keep the cost of living down, this same category generally in- 
cludes all “essential” foodstuffs, raw materials, drugs, and so on. As a matter 
of fact, the essential category has often included products which the country 
itself it best suited to produce. The most extreme case that has been cited 
is that of Peru, which produced almost all its own meat under a fixed ex- 
change rate, but which included meat in the “favored” category when it 
introduced a multiple system, and at the new rate of exchange it was 
cheaper to purchase meat from foreign sources. This imposed new balance 
of payments burdens, released resources within the country which could 
find no equally remunerative employment, and damaged the long-term 
growth of an important sector of the economy. Most underdeveloped 
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countries have found that including essential and capital goods within the 
favored category reduces the prohibitive rate’s applicability to “luxury” 
goods and other items which are neither clearly essential nor of a capital 
development character. This has meant that some excess purchasing power 
is “mopped up,” but at the same time the imports of some items are reduced 
which better deserved importation than those which are encouraged. The 
fact that multiple rate systems have scarcely ever adopted the approach of 
penalizing imports for which substitutes are available or could be forth- 
coming suggests that the multiple rate system appeals to the underdeveloped 
country for the least attractive reasons, and that there are serious practical 
limitations to the construction of a pattern of penalties and bounties which 
would, over a period of time, satisfactorily encourage and support a de- 
velopment program and also achieve reasonable monetary balance and an 
external payments equilibrium. 


Future Wor.p Prospects 


The present co-existence of monetary stability and mild recession in the 
developed part of the world economy, with various degrees of inflationary 
pressure in the underdeveloped countries, represents one of the likely con- 
formations of the future. A general moderation of these tendencies would 
be obtained if the national economies were to pursue appropriate monetary 
and fiscal policies independently. However, it does not seem likely that 
much more will be done along these lines than has been undertaken in the 
past months, and this certainly provides a hint as to the future. Under these 
circumstances, and given this presumption as to future national policies, what 
international measures can be taken by the International Monetary Fund to 
assist in the reflation of the advanced world? 

The International Monetary Fund was created for just this purpose— 
namely, to make available additional resources to offset world deflation, or 
to withdraw resources to reduce general inflationary pressures. The assump- 
tion held by the Fund’s architects was that world movements of this order 
arose because the major trading countries (or at least one or two) failed to 
maintain monetary equilibrium, and that their inflation or deflation was car- 
ried to the rest of the world through their trading relations. The disastrous 
deflation of the 1930’s, and the competitive bilateralism of that period, was 
much in the minds of the authors of the charter of the Fund. They also 
assumed that the predominant pressure in the world economy after the war 
would be deflationary, and the language of the Fund’s charter emphasized 
this, rather than any inflationary possibilities. Therefore, the Fund should 
be in a good position to take some corrective action to offset the present 
mild recessionary tendencies. 

The original conception of an international reserve fund or “clearing 
union” was that it would be an institution which could create or obtain 
(through deposit by the membership) internationally acceptable means of 
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payment, or claims on resources, which would be as valid as the currency 
of any individual country. The purpose of this fund would be to make 
credits available to any member country which was going into debt to others 
because it was attempting to maintain full employment and monetary equi- 
librium, whereas one or another major trading economy was permitting its 
economy to slide into a recession, with the result that its imports were fall- 
ing and, therefore, the foreign exchange earnings of the rest of the world 
declining. These debts of the rest of the world to the “bad creditor” (or 
creditors) would encourage that country to counteract its own recession, to 
avoid accumulating credits which were not “quite as good as gold.” The 
original proposals provided for a rather large world quota, and allowed per- 
sistent debtors to adjust their exchange rates by 5 per cent in any one year. 

The final plan was a bit more cautious and limited. It provided for a 
gold subscription and a deposit of collateral, and thus re-distributed the 
“given supply” of gold and national currencies by giving a portion of na- 
tionally held and controlled stocks to an international body which could 
supplement nationally-held reserves of a country requiring sudden assistance. 
The charter also provided, in the form of a “scarce currency” clause, that a 
currency for which there was excessive demand and insufficient supply as a 
result of a recessionary tendency, was to be “rationed” among the rest of the 
world by sanction of the Fund. By accepting this clause, any potentially 
“bad creditor” was thus authorizing the rest of the world to discriminate 
against it by reducing their purchases of its goods by quantitative restric- 
tions and other controls on international transactions, in order to support 
their own balance of payments positions and full employment policies. 
Lord Keynes commented at the time that this clause “puts the creditor on 
the spot so acutely that . . . it cannot afford to let such a situation rise.” 
The Fund’s charter also restricted countries in their rights to modify the 
exchange value of their currency (designed to prevent competitive deprecia- 
tion); this committed the Fund and the advanced world to a pattern of fixed 
exchange rates with once-for-all devaluations. 

The pattern of gold and dollar movements during the present recession 
raises some doubts whether the “scarce currency” clause could be used to 
any advantage. The United States lost gold during 1958 despite the re- 
cession of output and employment, so we know that it did not exert a 
deflationary pressure on the world economy. On the other hand, Europe, 
which also experienced a recession, gained gold. The countries which were 
drained of reserves were the underdeveloped countries which lost export 
income as primary product prices fell. But how far could they impose 
quantitative restrictions in order to keep up their growth? They already 
had imposed unwieldly systems of restrictions to keep internal inflation 
from spilling over any further into their external transactions. They could 
not rely on each other to provide needed resources, since each in turn had 
over-extended development programs. The “scarce currency” clause, which 
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represents the key device for bringing the recessionary creditor “around,” 
proves of little use in the present situation. 

Making additional reserves available to countries suffering from re- 
cession-induced payments difficulties is the other method of solving the pay- 
ments problem in the short-run. This is the basis of current proposals to 
enlarge the quota of the International Monetary Fund and to rearrange 
country participation to reflect their current trading positions. Although 
such enlargement of the Fund’s lending power would prove useful in any 
number of particular instances, it is not so clear that the Fund’s primary 
purpose would be served by enlarging its reserves for these purposes alone. 
As long as underdeveloped countries are suffering from persistent balance of 
payments deficits arising out of inadequately planned or “excessive” de- 
velopment programs, the Fund would, under the present plans, be open 
to requests for the extension of credits, and there would be a constant 
draining of the Fund’s resources, thus reducing the Fund’s power to step 
into situations more closely related to its purposes. 

These considerations suggest that the Fund will continue to play a small 
role in controlling the international trade cycle. Under the circumstances, 
further moderation of the cycle will have to continue to be the responsibility 
of the national economies, acting independently, or—hopefully—in con- 
sultation. 

The continuation of cyclical variation of output and prices on the order 
of the last several years should not create any serious international monetary 
problems, although pressure on the balance of payments of the under- 
developed countries via the decline of primary product prices during re- 
cessions is likely to create a need for temporary international measures. In 
contrast to the international monetary upheavals of the past quarter century, 
the major international economic problems of the next decades will center 
around the shifts of resources both within the developed world, and be- 
tween the developed and underdeveloped countries. The resource problems 
raised by the creation of the European Common Market is an apt illustra- 
tion. The International Bank and the Development Loan Fund are facing all 
sorts of complex problems raised by the development process which are not 
within the reach of monetary or fiscal tools. Other, more general issues, 
which are likely to become more and more pressing as the monetary issues 
of the 1950’s recede into the background, are: the implications for inter- 
national economic stability of differing rates of productivity growth, as 
between both countries and industries; the effect of reasonable monetary 
stability in the underdeveloped world on the demand for capital; the effect 
of economic development in the backward world on the use of resources 
in the advanced countries; and the impact of growing affluence in the ad- 
vanced countries on the long-term demand for goods (as against services and 
leisure) and the effect of such changes of demand on the volume of inter- 
national trade and the economic progress of the rest of the world. 
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Now all these problems will have monetary aspects, and the processes 
will have a monetary counterpart. Furthermore, monetary and fiscal policies 
will have a good deal to do with helping or hindering the solution of the 
resource problems. But, in essence, the monetary authorities will be playing 
a passive role, and the monetary problem will be secondary in the economic 
world of the next decades. 

















The businessman looks at exchange controls... 


“The financial aspects of international trade receive less con- 
sideration than any other phase of business. While manage- 
ment will make a careful analysis of market conditions, labor 
policies, taxation, etc., it will as a rule pay insufficient atten- 
tion to the monetary risks.” 


MINIMIZING MONETARY RISKS IN 
FOREIGN TRADE 


BY A. M. STRONG * 


THE MONETARY ASPECTS OF FOREIGN TRADE and investments 
have a predominant influence upon the direction and volume of our present 
and future international commerce. Our exports to any nation are limited 
by the availability of that nation’s dollars, and our investments there are 
influenced by its economic conditions, currency regulations, and financial 
stability. 

While there has been a tendency in many countries to ease or simplify 
exchange restrictions and to widen the area within which monetary transfers 
and settlements may be freely made, monetary problems continue to plague 
the American exporter and investor. Unwise foreign government policies, 
excessive spending, and unnecessary controls frequently result in slowing 
down or blocking remittances for exports and earnings. Currency devalua- 
tions and depreciations affect both the exporter and investor. 


DEVALUATION, DEPRECIATION, AND FLUCTUATION IN THE Past 


Devaluations have notably been practiced in postwar periods or during 
depressions. The French franc was first devalued 160 years ago in 1790, by 
the issuance of assignats, that is, money secured not by gold but by the seized 
churchlands. As a result, French paper money became worthless. In our 
own country the most disastrous monetary experiment was the “greenback” 
episode of the 1860s. 


* A, M. STRONG. International Business Consultant, Chicago. 
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After World War I the European countries that had taken part in the 
war suspended the convertibility of their bank-notes into gold. German, 
French, Russian, Hungarian, Roumanian, and other moneys became worth- 
less. Bank deposits, insurance, government bonds, and fixed incomes were 
wiped out because the governments resorted to the printing press without 
limitation. People who had enjoyed a modicum of economic security found 
themselves entirely pauperized. This brought commerce and industry to a 
halt and caused great hardship to the majority of the people. 

Ten years after World War I the currencies of almost all countries 
were once more being freely exchanged against each other. Freedom of gold 
movements was widely restored, though in many cases with restrictions 
which gave the central bank a practical monopoly of such transactions. 
However, in 1931 world economic conditions again compelled the suspension 
of gold convertibility in most countries. 

Suspension by the United Kingdom of gold payments started an epi- 
demic of currency depreciation which ultimately forced most countries to 
reduce the gold values of their currencies and to place limitations on the use 
of gold for international payments. Exchange control was introduced by 
many countries and the residents were forced to sell to their governments 
holdings of foreign currencies, foreign deposits, or other forms of foreign 
exchange. All purchases and sales of foreign exchange were thereafter made 
through government authorities. Since each exchange-control country 
established a monopoly of its foreign exchange dealings, restrictive and dis- 
criminatory methods were easily developed. Among others these methods 
included the following: 

Exchange rationing of the available supply to importers and others who 
needed foreign currencies. Priorities were established, and certain importers 
were given preference over others. 

Exchange clearings which regulated the balance of trade between indi- 
vidual countries. By means of clearing agreements, exchange-control coun- 
tries were able not only to balance total exports with total imports, but also 
to balance exports to any particular country with imports from the same 
country. In effect, exchange clearings constituted a sort of gigantic barter 
agreement. 

Exchange discrimination and multiple currency systems which involved 
the sale of impounded foreign exchange at different rates, according to the 
purpose for which it was to be used. In this way the sale of foreign exchange 
for non-essential imports and luxuries was restricted. 

Between 1937 and 1958 the values of foreign monies were altered several 
times. Only a few small countries retained stable rates. Money was sub- 
stantially depreciated and in some cases old currencies were practically wiped 
out. The use of multiple rates increased. Today there are official rates fixed 
by government decrees and in many countries unofficial rates quoted on 
free, black, or gray markets. Some of the unofficial rates are entirely legal, 
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others are more or less tolerated, and some are illegal. There are compensa- 
- tion rates, security rates, switch rates, commodity rates, transferable rates, 
etc. The official rates, as a rule, have no realistic relationship to the actual 
intrinsic values of the monies. 

In 1949 there was a general devaluation of foreign currencies. The 
British Government reduced the rate of the pound from $4.03 to $2.80. Most 
of the major countries followed suit and devalued their monies by approxi- 
mately 30 per cent. Mexico has devalued the peso three times in the past 
decade. The last devaluation took place in 1954 when the peso rate was re- 
duced from 8.65 per dollar to 12.50 per dollar, a decline of 44 per cent. De- 
valuations or drastic reductions in the values of currencies are occurring 
constantly in most Latin-American and some European countries. During 
1957-1958 Bolivia, Chile, Colombia, Finland, France, Peru, and Spain de- 
valued their currencies. 

The frequency and extent of currency devaluations and depreciations 
since the end of the war poses a problem to American foreign traders and 
investors. It is a problem that cannot be minimized or shrugged off as some- 
thing inevitable. American companies which were caught off guard and 
did not make provisions for such contingencies have taken heavy losses. 
I believe that many of these losses can be attributed to lack of planning and 
unfamiliarity with the problems. The financial aspects of international trade 
and investment receive less consideration than any other phase of business. 
While management will make a careful analysis of market conditions, labor 
policies, taxation, etc., it will as a rule pay insufficient attention to the mone- 
tary risks. 

Although the Western European countries at the end of 1958 made 
their currencies fully or partially convertible, the outlook for monetary 
stability in the rest of the world, particularly in Latin America, is still not 
encouraging. The first prerequisite for the stabilization of currencies is the 
establishment of sound fiscal policies and, particularly, cessation of the prac- 
tice of meeting budgetary deficits through increasing public debt. However, 
the budgets of many countries are still greatly unbalanced. Expenditures 
far exceed revenues, thus creating large deficits and inflation. Military ex- 
penditures necessitated by the threat of the communistic bloc have created 
a heavy burden on the economies of most countries and are a drain on their 
monetary resources. 

The motive and incentive of every business transaction is profit. No 
one would be prudent to risk capital or invest know-how and effort abroad 
unless there were an expectation of a reasonable return and assurance that the 
capital and the earnings can be protected against deterioration. 


ForrIGN INVESTMENT EXCHANGE PROBLEMS 


Dollar shortages and import restrictions in most countries make it neces- 
sary for many American companies to manufacture abroad, In this manner 
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they can preserve profitable export markets which were established after 
long and costly effort. Since the war the number of United States overseas 
manufacturing plants, retail establishments, engineering, and service organiza- 
tions have been growing at an accelerated rate. Approximately 2,500 United 
States companies are now operating over 7,000 branches abroad. 

At the end of 1957, United States foreign investments totaled $37 billion. 
Foreign-owned assets in the United States, on the other hand, were estimated 
at $34.4 billion at the end of 1957. Of this amount, liquid dollar assets, pri- 
marily reserves of foreign governments and balances held for private foreign 
account, amounted to $15 billion. 

The outflow of United States private capital abroad in 1957 was esti- 
mated by the United States Department of Commerce at $4 billion. Of this 
amount $1.3 billion was invested in Latin America; $870 million in Canada, 
and $500 million in Europe. For the first nine months of 1958 United States 
foreign investments amounted to $2.4 billion. However, these investments 
have been a small fraction of the possible potential. Excluding Canada, our 
foreign investments represent only about 1.5 per cent of the total assets of 
United States corporations. Various obstacles block the flow of United 
States capital abroad. These include the risk of currency devaluation; 
limitations on remittance of capital and profit; remittance of earnings at 
unfavorable exchange rates; restrictions on convertibility of local currency 
into dollars; special transfer taxes applicable only to foreign investors; 
limitations on the percentage of foreign equity capital; restrictions on the 
number of foreign employees; and unreasonable labor laws. Some of these 
obstacles can be removed only by government action, others can be mini- 
mized or avoided by competent planning and special arrangements. Let us 
consider the individual risks. 


Devaluation and Depreciation of Currencies 


As I pointed out earlier, most of the currencies of the world have been 
devalued or depreciated in the last decade. The risk can therefore not be 
overlooked, but it may in certain instances be minimized. Broadly speaking, 
the following methods can be used: 


(1) Selection of a country. When there is a choice of the place of in- 
vestment preference should be given to a country with political and eco- 
nomic stability, an advantageous tax structure, and a minimum of monetary 
restrictions. Such a country can serve as the base of operations for a se- 
lected area. It may be worthwhile to forego some tax advantages for safety 
of the investment and earnings. 

(2) Controlling the exposure. This involves perpetual analysis of bank 
balances, accounts receivable, accounts payable, reserves, inventory, etc. The 
basic principle is to incur liabilities in local currency which would offset ex- 
posed assets. Borrowing locally can be a part of the pattern. However, 
carrying loans as a purely protective measure is not always advisable. The 
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cost may be greater than the potential loss of devaluation. Swap loans can 
be arranged in some Latin-American countries at reasonable rates. 

Borrowing money abroad is at present not an easy matter. Money is 
tight in most countries. A survey which I recently made among foreign 
banks indicated lack of interest in lending local currency in Latin America. 
There is however an ample source of loanable funds in many foreign coun- 
tries originating from the sale by the United States government of surplus 
agricultural commodities under Public Law 480. These funds are loaned by 
the Export-Import Bank of Washington for investment financing. As of 
January 26, 1959, a total of $153.3 million was available in fifteen countries. 
There are other government and private sources of medium- and long-term 
financing abroad. 

(3) Sale of exchange for future delivery. Carrying a future exchange 
position over a long period may prove expensive; however, it is less costly 
than borrowing. The best method is to sell such exchange on a staggered 
basis because future sales contracts can be made only for a short period. 
Renewals may be unobtainable or costly when devaluation is imminent. 
Future exchange operations can be carried out only in a limited number of 
countries. 

(4) Investing in real estate and inventory. Real estate as a rule appreci- 
ates when currency depreciates, so does inventory unless price control is 
imposed. Investment in real estate and securities is advisable when the re- 
mittance of earnings or excess investment funds not needed for the opera- 
tion is restricted by exchange control. 

(5) Self insurance. Setting up special exchange reserves in addition to 
reserves for other contingencies. The ratio of the reserve should be com- 
mensurate with the risk, and the reserves should be carried in dollars when- 
ever possible. 


There are other methods of exchange protection. Each program must 
be tailored to the particular situation. A long-range program based on ex- 
pansion and reinvestment of earnings should be coordinated with a short- 
range program to protect current operations against preventable losses. In 
most cases a combination of several methods is advisable. Each country of 
operation should be periodically analyzed and the risks defined. Manage- 
ment should determine to what extent protection is desired, how it fits in 
with the tax picture and how costly the protection will be. 


Restrictions on Remittance of Investment and Earnings 


As a rule most countries seeking foreign capital are willing to permit 
the transfer of reasonable amounts of earnings and, after a stipulated period, 
the invested capital. There is of course the danger that they may change 
their regulations and abrogate the arrangements. In some countries the re- 
mittance of earnings is permitted at the least favorable exchange rate. Some 
countries impose a transfer tax. 
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A careful analysis of the limitations on the transfer of dividends and 
capital should be made before making the investment. If the restrictions 
are too severe, the investment may not be attractive. The problem of re- 
patriation of invested capital is not as acute as the problem of transferring 
dividends. An investment in a foreign country is not a short-term venture 
and the need to withdraw capital may not occur for years. The average 
investor will, as a rule, plan to expand his operation by plowing back some 
of the profits. Nevertheless, provisions should be made at the outset for 
the repatriation of invested capital. 

Freedom of the remittance of earnings is a basic requirement. The in- 
centive for investment abroad is profit with the expectation of bringing back 
dividends. New ventures should therefore be undertaken only when such 
transfer is assured, unless the investor plans to use the earnings for growth 
and expansion and then has some assurance that remittance of earnings will 
eventually be permitted. 

The important factor in such arrangements is the rate of exchange at 
which the remittance will be permitted. As mentioned earlier, many coun- 
tries maintain multiple exchange rates, merchandise category rates, etc. The 
remittance at free market rates may mean a substantial loss. For example, 
the official rate for Colombian pesos in April 1957, was 2.5 to the dollar 
while the free market rate was approximately 7 to the dollar. The remittance 
of 500,000 pesos would have netted $200,000 at the official rate and $83,000 
at the free market rate. 

Insurance against convertibility risk of investments and earning is 
offered by the United States Government through the Investment Guaranty 
Division of the International Cooperation Administration (ICA). The insur- 
ance coverage is issued for a new investment or for an increase of an existing 
investment by United States citizens or by companies controlled by United 
States citizens. The investment may be in money, materials or equipment, 
patents or processes, and related services, loans, stock ownership, or royalty 
agreements. Investments must be for a minimum of three years in the case 
of a loan, or for five years if an equity investment or licensing arrangement 
is involved. 

Convertibility insurance does not insure the investor against loss from 
devaluation or depreciation of the basic exchange rate of a foreign cur- 
rency. It does guarantee the dollar transfer of earnings or investments at 
approximately the rate at which exchange transactions are being generally 
effected at the time of the transfer. The insurance also protects against loss 
in the event of initiation of multiple exchange rates which result in a less 
favorable rate for investments than for other foreign exchange transactions. 


Expropriation or Confiscation 


A sovereign government can of course nationalize or confiscate property 
within its borders and there is little an American investor can do about it. 
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Relief can only be obtained by government action. The Investment Guar- 
anty Program of the ICA does, however, also insure against expropriation 
and confiscation risks. 


Loss From War Damage 


The Mutual Security Act of 1956 was extended to cover losses from 
war damages. The guarantee issued by the ICA will protect against loss 
resulting from damage or destruction of plant, equipment, and facilities 
caused by war, including action taken by a government in combating or de- 
fending against an attack. This does not include damage caused by civil war 
or rebellion. 

The maximum amount of the guarantee is 90 per cent of the value of the 
investor’s ownership in the physical property. 

As of November 1, 1958, convertibility guarantees were available in 
thirty-eight countries; expropriation guarantees in thirty-four countries; 
and war risk insurance in eight countries. Further agreements are con- 
tinually being negotiated. 


EXCHANGE PROBLEMS IN ExPorT 


Most American exports are sold for dollars. However, there is the ever- 
present risk in certain foreign areas that the transfer of dollars may be re- 
stricted; that the rate of exchange may be altered; or that the particular 
commodity may be transferred to a lower category. Recent experiences in 
Argentina, Brazil, and Colombia are examples of these risks. Exchange prob- 
lems vary according to the terms of sale, method of payment, credit stand- 
ing of the buyer, and the economic conditions of the importing country. 
The risk is considerable in certain areas and negligible in others. Let us 
examine some of the methods used to avoid or minimize exchange losses. 


(1) Full protection is attained when the sale is made against an irrevoc- 
able letter of credit. Selling against letter of credit is, however, not always 
possible or desirable and as a rule most difficult in countries with unstable 
currencies. 

(2) When sales are made against drafts in soft currency countries, 
special attention should be given to the credit standing of the buyer. Even a 
financially strong company may experience difficulties when it has to pay a 
greater amount of local currency for the dollars because of devaluation or 
inability to remit at the official rate. 

(3) Buying dollars or selling foreign exchange for future delivery is a 
protective measure against devaluation or depreciation. However, future 
exchange arrangements can be made only in a limited number of countries. 

(4) Certain exports sold on intermediate and long-term credit can be 
financed through the Export-Import Bank. The Bank will advance without 
recourse 60 per cent of the value of approved exports, primarily capital 
goods. These facilities are as a rule not available from commercial banks. 
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The funds lent by American commercial banks are mostly demand deposits 
of their customers and it has been the policy of bank management to pro- 
tect its depositors by liquidity of its funds. A commercial bank waiving 
recourse would be financing the buyer in the foreign land rather than its 
customer and the bank would forego the security of the dollar and the pro- 
tection of American laws. 

(5) Self insurance, through setting up special reserves in dollars out of 
earnings is another method frequently used. 


There are other protective methods. Each arrangement must be tailored 
to the particular commodity, country, and terms of sale. 

International trade and investment is a desirable and profitable business. 
It does entail certain monetary risks not present in domestic operations. 
However, these risks can be minimized or avoided by competent planning. 






CONCLUSION 





During the war and in the postwar years, we tremendously expanded 
our production facilities and now possess nearly 50 per cent of the world’s 
industrial capacity. With a population of only 7 per cent of the world’s 
total we cannot continue our present rate of production without foreign 
markets. Our output is rising faster than our population; production has 
been increasing at the rate of 3 per cent yearly since 1950, while our popula- 
tion increased last year by only 1.7 per cent. International commerce, there- 
fore, is an integral part of our economy. Constructive and pertinent recom- 
mendations relating to foreign trade and investments were made by the 45th 
National Foreign Trade Convention held in New York in November 1958. 
The convention, which was attended by 2,500 persons, is broadly representa- 
tive of American private enterprise in the field of international commerce. 
The final declaration of the convention contains the following recommenda- 
tions: 


“PROMOTION OF INTERNATIONAL TRADE. The Conven- 
tion believes that a large and expanding volume of international trade, 
carried on through private enterprise channels, can make an effective 
and major contribution to economic advancement and higher living 
standards in all countries. ... 


“EXPANSION OF PRIVATE INVESTMENT ABROAD. The 
Convention holds that private investment is the best and most effective 
means of promoting industrial and general economic development and, 
thereby, of contributing to the expanding output of useful goods and 
services on which rising standards of living everywhere depend... . 
“The Convention urges that our Government continue to seek, 
through improvements in our commercial treaty structure and through 
other appropriate means, the establishment of conditions designed to 
encourage and safeguard private investments abroad. . . . 
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“CURRENCY AND MONETARY POLICIES. The Convention 
supports, in principle, the proposal to enlarge the financial resources of 
the International Monetary Fund as a means of strengthening the Fund’s 
capacity to serve those purposes for which it was originally created, 
namely, to assist countries through temporary periods of foreign ex- 
change shortages and international payments difficulties. 

“The Convention believes that an increase in the funds available to 
the International Monetary Fund should be effected as a prelude to the 
restoration of multilateral currency convertibility. Steps should be taken 
which will lessen the likelihood of future payments difficulties, and make 
for long-term monetary stability and progressive elimination of ex- 
change controls and restrictions. . . . 


“PUBLIC LAW 480. The Convention strongly urges that all foreign 
currency funds arising from sales of surplus agricultural products under 
Title I of Public Law 480, when loaned for trade and development 
purposes, be used to the maximum extent for the financing of private 
enterprise. Such loans should be available on a fair and non-discrimina- 
tory basis to American companies or their local subsidiaries or affiliates 
for financing their operations in the countries where the funds are 
generated. ...” 


The convention emphasized that through many decades of our history, 
foreign trade has proved to be, as it is today, one of the important and de- 
pendable sources of the economic health and strength of the American 
people. For the people of many other countries, foreign commerce similarly 
provides channels of sustenance for commercial growth and prosperity. 
The dazzling achievements of modern technological creativity are made 
available to the peoples of the world only through the complex interchanges 
of world commerce. 

Commerce among nations, however great its competitive severity, and 
however serious the obstacles interposed by various forms of government 
intervention, continues to be the means whereby the gates are opened and 
the channels are carved for widespread distribution and utilization of the 
raw materials and finished products of our industrial civilization. 





























What are the implications of common markets and customs unions, for the 
American business firm and for national economic policy? 


“It may depend on the United States whether or not the 
creation of the European Common Market signifies a retro- 
gression of world trade.... As economic policy becomes a 
major preoccupation of statesmanship, our task is to ensure 
that regional blocs do not develop centrifugal momentum 
spinning them off into economic isolationism, and that a 
wider view of their destiny links them with efforts for se- 
curing a world-wide multilateralism of trade and payments.” 


THE SIGNIFICANCE OF REGIONAL 
MARKET ARRANGEMENTS 


BY ROBERT B. LOOPER* 


PERHAPS THE MOST IMPORTANT postwar development in the 
field of international economic institutions has been the emergence of 
regionalism in world trade. Of course the years following World War 
II have seen various attempts to work towards the attainment (or restora- 
tion) of world-wide multilateralism of trade and payments, notably in 
the establishment of the International Monetary Fund and through the 
negotiations under the General Agreement on Tariffs and Trade, and also 
towards the formation of an International Trade Organization—which 
never came to fruition. But the limited success of these approaches to 
the freeing of world trade and payments throws into stronger relief the 
success that is generally considered to have been achieved over a more 
restricted area by regional organizations: the sterling system, the European 
Payments Union, the Organization for European Economic Cooperation, 
the European Coal and Steel Community. Two new European regional 
organizations of far-reaching consequence were launched in 1958: the 
European Economic Community (the Common Market) and the European 
Atomic Energy Community (Euratom). Thus, to an American lawyer 
whose clients are engaged in international trade and investment, few de- 
velopments have such immediate importance as the movement toward reg- 


* ROBERT B. LOOPER. Assistant Professor of Law, University of Illinois. 
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ional economic integration. “Regional” is of course used in this connection 
to mean “less than world-wide.” 


THE BACKGROUND 


The present movement toward Western European economic integra- 
tion began after the end of World War II, at first as an outgrowth of 
cooperative measures toward economic reconstruction. Much of the impetus 
came from the United States Government. Indeed, European economic 
integration was explicitly supported by Congress in the Marshall Plan legis- 
lation and is still embodied in the present Mutual Security Act which de- 
clares: “This act should be so administered as to support concrete measures 
to promote greater political .. . and economic unification in Europe.” 

The first major instrument of Western European economic integration 
was the Organization for European Economic Cooperation (OEEC), com- 
posed of the countries receiving Marshall Plan aid.’ Its principal aim has 
been to liberalize intra-European trade to the greatest extent possible as a 
means of maximizing the real income of the countries concerned. A purely 
intergovernmental organization never endowed with supranational powers, 
the OEEC has been an agency through which governments have reached 
agreements on a “Liberalization Code.” The OEEC had no central body 
until 1952 when a Steering Board for Trade was created with largely ad- 
visory powers. Thus, the OEEC arrangement is somewhat different from 
conventional intergovernmental negotiations, But at no time has there been 
any serious effort to put a supranational body in charge of the trade liberali- 
zation program. The Steering Board and foreign governments have put 
pressure on each country to remove quotas on enough trade to meet the 
levels of liberalization agreed on from time to time, but no sanctions have 
been taken against those who failed to do so. 

The European Payments Union (EPU) was the counterpart of the 
OEEC in the monetary field. The EPU was created in 1950 as the successor 
of several less ambitious arrangements and since then made possible the 
multilateral clearing of current accounts among the OEEC countries and 
between them and the sterling area. It would not be unfair to say that the 
EPU was the outstanding achievement in economic cooperation in Western 
Europe; for European trade after the war was released from the shackles of 
bilateral barter mainly through the operation of EPU, which has truly been 
the trade banker for Europe. It no longer exists today simply because the 
problem which called forth its creation has been largely solved. Its opera- 
tion was incompatible with external convertibility, introduced by twelve 
European nations at the end of 1958, and EPU therefore came to an end, 


1Sixteen countries formed the OEEC in 1948: Austria, Belgium, Denmark, 
France, Germany, Greece, Iceland, Ireland, Italy, Luxembourg, Norway, the Nether- 
lands, Portugal, Sweden, Turkey, and the United Kingdom. Switzerland has be- 
come a member of OEEC without requesting any US. aid. 
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its place taken by the European Monetary Agreement, drafted in 1955 in 
the hope and anticipation of just such an eventuality.? 

The third major step toward economic integration was the formation 
of the European Coal and Steel Community (ECSC) in 1952. The idea of 
a common market limited to coal and steel was advanced in May 1950 by 
Robert Schuman, then French foreign minister, and was brought into being 
in record time. The purpose of the Schuman Plan was primarily political. It 
was designed to effect a Franco-German reconciliation by pooling a vital 
sector of their economies. In addition to France and Germany, four other 
countries—Italy and the three members of Benelux—signed the treaty. Thus 
was launched “Little Europe,” the Europe of “the Six.” 

The ECSC differs fundamentally from all the previous measures of 
Western European economic cooperation in being “federal” or “supra- 
national.” ® A collegial High Authority, not subject to governmental veto, 
was charged with the task of eliminating progressively all barriers and 
obstacles to trade in coal and steel. The High Authority has direct authority 
over the industries and citizens of the six countries and has the power to 
levy taxes. It is responsible to a special parliamentary assembly and subject 
to a court of justice. 

The High Authority was not only charged with the elimination of 
national barriers on coal and steel, but also with coordinating the flow 
of investments into industrial development. It is apparent that the drive 
that made the ECSC treaty possible was a twin drive toward (a) unification 
of markets, and (b) control over basic resources. Thus, although the Schu- 
man Plan represented a development in one economic sector of the OEEC 
liberalization approach, it has been primarily a regional technique for the 
multilateralization, rather than the liberalization, of controls.* 

Three years after ratification of the treaty creating the European Coal 
and Steel Community, the governments of the six countries of “Little 
Europe” made an effort to achieve further economic integration. This was 
the formal purpose of the conference of the six foreign ministers in Mes- 
sina in June 1955, to “pursue the establishment of a United Europe by de- 


2 QEEC, European Monetary AGREEMENT (1955). See Jacobsson, Toward More 
Stable Money, 37 Foreicn Arr. 378, 391 (1959): “To appreciate the role of credit 
in the international system which is being developed, it is useful to stress one par- 
ticular feature relating to the replacement of the European Payments Union by the 
European Monetary Agreement. Under that Agreement, ad hoc credits may be 
granted to individual countries, but the automatic credits which were obtained by 
member governments under the rules of the European Payments Union have now 
disappeared. As a consequence, the financing which is necessary for the movement 
of goods is being transferred more and more to the regular channels of the market. 


Looper, Federalism and European Economic Integration, 1 Int’. RELATIONS 
303 (1957). 

Reuter, La CoMMUNAUTE EuROPEENNE Du CHARBON ET DE L’ActER (1953). See 
also 1 EuroPEAN YEARBOOK 353-462 (1955). 
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veloping common institutions, by the progressive fusion of national econo- 
- mies, by creating a common market, and by the progressive harmonization 
of social policies.” 5 A preparatory committee was appointed under the 
chairmanship of Belgian Foreign Minister Paul-Henri Spaak. Under his 
supervision, the committee made rapid progress and the report of the heads 
of delegations was submitted on April 21, 1956. It was divided into three 
sections: the first dealt with the Common Market; the second with an 
Atomic Energy Community; and the third with “areas requiring immediate 
attention”—sources of energy other than nuclear, air transport, postal serv- 
ices, and telecommunications. Progress with respect to “areas requiring 
immediate attention” has been negligible. The European Atomic Energy 
Community (Euratom) was intended to provide extensive cooperation in 
a very limited field, and was to be closely linked institutionally with the 
Common Market. 

Regarding the Common Market, the Spaak Report laid down a whole 
series of principles and rules. The Common Market was to be a real customs 
union and not merely a free trade area; that is to say, there would be a 
common external tariff. It was to be brought into being according to a 
definite timetable, with a maximum delay of fifteen years; its supranational 
powers were to be limited and questions of general policy would remain 
within the jurisdiction of governments. The Spaak Report resulted in the 
Common Market Treaty which was signed in Rome, together with the 
Euratom Treaty, on March 25, 1957. Despite extensive debates in the na- 
tional parliaments of the Six, the Rome Treaties were speedily ratified and 
the Common Market—or, to use the official title, the European Economic 
Community (EEC)—came into effect on January 1, 1958. 


Tue EuropeEAN COMMON MarKET 


The six countries of the European Economic Community have about 
the same total population as the United States—168 million. Yet the ag- 
gregate of their national incomes is only half of ours, and the average stand- 
ard of living is substantially lower. In great part, Europeans attribute this 
to the fact that they have not had the opportunity to exploit a large mass 
market. Large mass markets, they are persuaded, are an imperative of mod- 
ern industrialism. It is to end a Balkanized economy of small discriminatory 
markets—such as existed among the thirteen American states under our 
Articles of Confederation—that the EEC was created. In a sense this under- 
taking is an attempt to reverse centuries of economic nationalism. 

Yet the Treaty of Rome which gave life and form to the Economic 
Community is primarily a political document.* But for its political sig- 


5 Resolution adopted by the Foreign Ministers of the States members of the 
Coal and Steel Community during the Messina Conference, June 1-2,. 1955. 

6 This was forcefully brought out in the debates in the French National As- 
sembly. The French State Secretary for European Affairs told the Assembly: “We 
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nificance it would never have been signed and ratified. The most insistent 
driving force behind its creation was not the desire of economic technocrats 
that Europe should enjoy the benefits of the economies of mass production; 
it was the faith in a unified Europe strongly held by a small group of gifted 
and dedicated men. For them the Common Market is only secondarily an 
arrangement for increasing the level of trade; in its primary meaning it is 
one more major step toward the creation of a United States of Europe. 

Thus the EEC, unlike the OEEC and the membership of the General 
Agreement on Tariffs and Trade (GATT), is not a body lacking in de- 
cision-making powers and totally dependent for its functioning upon agree- 
ment among its member states; nor are its organs essentially technical in 
character. Yet the supranational character of the Common Market institu- 
tional framework is less pronounced than that of the Coal and Steel Com- 
munity. For this reason, although the three European communities (EEC, 
ECSC, and Euratom) are to have legislative and judicial organs in common 
—one Common Assembly and one Court of Justice—they cannot be com- 
pletely amalgamated and must have separate executive organs. Coal and 
steel will continue to constitute an enclave governed by a special statute 
and free from the authority of governments: the decisions of the High 
Authority are directly executory. In EEC, on the contrary, the organs can 
act in many cases only through government channels, that is, with the agree- 
ment of the states concerned. Many of the decisions of the Economic Com- 
munity as they affect states are only broad policy directives. 

Napoleon asserted that a constitution, to be a success, should be short 
and obscure. The draftsmen of the Rome Treaties disregarded the first of 
these two specifications, but not the second. The Common Market Treaty 7 
is a lengthy and complex document containing 248 articles together with 
several supplementary annexes and protocols. Many of its provisions are 
hortatory rather than mandatory, admonitory rather than directive, vague 
rather than precise. But perhaps the main contours of the planned im- 
plementation of the common market are fairly clear. They include the 
following: (a) a customs union, (b) a common tariff, (c) regulations for 
industry and agriculture, (d) free movement of capital and of labor, (e) the 
financing of economic development by a European Investment Bank.® 


are still living in the fiction of the four great powers. In reality there are only two 
—America and Russia. Tomorrow there will be a third—China. It depends upon 
you whether there will be a fourth—Europe. If you fail to make this choice, you 
condemn yourselves to walking backwards toward the future.” Quoted in Benoit, 
American Business and Its Stake in the Common Market, 1 Corum. Univ. Forum 
11, 13 (1958). 

TReferences in parentheses are to articles of the Treaty Establishing the 
European Economic Community. No official English text exists. Citations in this 
study are from the unofficial translation published, with connected documents, by 
the Secretariat of the Interim Committee for the Common Market and Euratom, 
Brussels. 
®See Hurtig, The European Common Market, 1958 Int’, Conc. 321. 
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The Elimination of Tariffs 


The creation of the customs union involves the progressive reduction, 
and eventual abolition, of customs duties between the member countries 
according to a relatively precise time table over a twelve- to fifteen-year 
transition period. Concomitant with the lowering of tariff barriers is the 
progressive elimination of quantitative restrictions by means of import 
quotas. These provisions (articles 12 to 17) are fairly explicit and manda- 
tory. The suspension of trade liberalization cannot be undertaken uni- 
laterally unless there is a “sudden crisis in the balance of payments” when 
the escape clause in article 109 may be invoked. Even in this instance, the 
Council may decide by the qualified majority that the state concerned 
should modify, suspend, or abolish the protective measures adopted. 

The Common Market involves not only the elimination of internal 
tariffs, but the unification of national tariffs of the Community states with 
respect to non-members, i.e., a common external tariff. If EEC had sought 
only to facilitate trade among its members, its efforts would have followed 
classical lines and would merely have complemented those of GATT and 
OEEC. The uniqueness of the Community lies in the fact that it estab- 
lishes among its members not only an area within which all goods circulate 
freely, but an area with a common tariff at all points of entry. It is this 
that distinguishes EEC from a free trade area in which each participant 
maintains its own external tariff. 

The method adopted for calculating the common tariff is a simple one: 
“The duties under the common customs tariff shall be at the level of the 
arithmetical average of the duties applied in the four customs territories 
covered by the Community.” (Article 19.) The four customs areas are the 
Benelux countries, France, Germany, and Italy. This method makes it pos- 
sible to arrive at a higher average than if the relative size of the total foreign 
trade or of the imports of each area had been used as the basis. In both 
these cases the weight of the Benelux countries (free traders already possess- 
ing very low tariff barriers) would have been more than twice that of Italy 
(a highly protectionist country). Several exceptions in article 19 to the 
general rule of the arithmetical average further contribute to raising the 
common customs tariff. But the net effect of the arithmetical average rule 
will be, as to outside countries, a decrease in duties by France, Western 
Germany, and Italy coincident with an increase by the Benelux countries. 
Since duties within the Community will be lowered at the same time, the 
over-all effect will be discrimination against countries outside EEC in con- 
travention of the most-favored-nation principle.® This, of course, is the 
normal aim of any customs union. 


®A most-favored-nation clause is a clause found in many commercial treaties 
providing that the citizens of the contracting states may enjoy the privileges accorded 
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The Problem of Agriculture 


Agriculture presents quite special problems in the common market ar- 
rangement. No country in Western Europe is willing to leave the small 
peasant proprietor—a politically potent class—to the mercies of the free 
market mechanism. Agriculture is included in the common market but is 
subject to special provisions by which the goal of free competition is 
subordinated to the objective of price support and market stabilization. 
Essentially, there is to be a protectionist policy toward agriculture. Thus, 
the EEC treaty (article 38) provides for a common managed agricultural 
policy and the gradual establishment of a common minimum price floor 
for many products within a market sheltered from the outside world. By 
January 1960 the executive commission of the Community is supposed to 
work out proposals for the common agricultural policy. 

Taken as a whole these provisions will surely have the effect of estab- 
lishing a preferential zone within Western Europe from which virtually 
all cheaper agricultural products of countries outside the Community will 
be excluded. The principal beneficiaries of this situation will be France 
and the Netherlands, which will be assured prices for a number of their 
agricultural products that will be higher than that prevailing on the world 
market. Members of the Community will have recourse to non-Community 
producers only after the stocks of the Community have been exhausted. 


The effects of this will be enhanced by the fact that the provisions of the 
treaty apply to a certain number of overseas territories which are associated 
with the common market and whose products can thus compete in the 
markets of the Community with those of territories having no links with 
members of the Community. 


Free Movement of Manpower and Capital 


Equal in importance to the provisions for removing obstructions to 
the free movement of goods are provisions relating to the free movement 
of manpower and of capital—“factor mobility.” The approach to the mo- 
bility of both labor and capital is much less firm and definite than the ap- 
proach to the movement of goods in intra-Community trade. Under the 
treaty, the member states accept a general commitment gradually to elimi- 
nate restrictions and discriminations on grounds of nationality, although 
each commitment is qualified by a number of exceptions and limitations. 

The treaty states categorically that free movement of workers is to be 
insured by the end of the transition period. This involves the abolition of 
discrimination based on nationality with respect to employment, remunera- 
tion, and working conditions. Workers will also be enabled to preserve 


by either party to those of the most favored nations. It is said that the general 
design of such clauses is to establish the principle of equality of international treat- 
ment. See Bishop, INTERNATIONAL Law Cases AND MateriaAts 113-20, 141-44 (1953). 
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their social security rights by being allowed to add up the time spent work- 
ing in different countries. Quite likely, as a result of these provisions, there 
will be some labor migration from labor-surplus areas such as Italy to labor- 
shortage areas elsewhere in the Community. However, there are many im- 
mobilizing factors of a social character that must be overcome before there 
can be a free movement of labor to anything like the extent that exists 
within the United States. 

The free movement of capital obviously presents enormous problems. 
The chapter of the treaty that deals with the free movement of capital 
(articles 67-73) is especially vague. In fact it is limited to an expression of 
wishes and desiderata rather than a formulation of binding regulations. There 
is only one specific obligation: By the end of the first stage (four years), 
current payments connected with capital movements among member states 
—that is to say, the transfer of the income of this capital—must be freed 
from all restrictions (article 67). The ultimate goal is stated in general 
terms and is subject to interpretation. According to article 67: 


“Member States shall, in the course of the transitional period and to 
the extent necessary for the proper functioning of the Common Market, 
progressively abolish as between themselves restrictions on the move- 
ment of capital belonging to persons resident in Member States and 
also any discriminatory treatment based on the nationality or place of 
residence of the parties or on the place in which such capital is in- 
vested.” 


On the coordination of financial and monetary policy, the treaty pro- 
visions are couched in reassuring terms—reassuring to those countries with 
chronic balance of payments difficulties: 


“Each Member State shall pursue the economic policy necessary to 
ensure the equilibrium of its overall balance of payments and to main- 
tain confidence in its currency, while ensuring a high level of employ- 
ment and the stability of the level of prices.” (Article 104.) 


Since no special institution has been created for this purpose, balance of 
payments settlements will be made under the terms of the European Mone- 
tary Agreement. Thus, in this field no arrangement specifically designed for 
the Common Market has been established. A serious question is whether 
the Common Market can function adequately without a common monetary 
policy, and ultimately perhaps a common currency. 


The European Investment Bank 


Having pledged themselves nevertheless to “facilitate the economic 
expansion of the Community through the creation of new resources,” the 
member countries decided to create a regional financial institution—the 
European Investment Bank. But the Bank, it should be stressed, is in no way 
a European central bank. Without a common monetary policy such a bank 
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would have no function. The objective of the Bank is to contribute to “the 
balanced and smooth development of the Common Market in the interest 
of the Community.” It is supposed to facilitate the financing in any part of 
the economy not only of “projects of common interest to several Member 
States” but also of “projects for developing less developed regions” or 
“projects for modernizing or converting enterprises or for creating new 
activities which are called for by the progressive establishment of the Com- 
mon Market where such projects by their size or nature cannot be entirely 
financed by the various means available in each of the Member States.” 
(Article 130.) 

A special protocol annexed to the treaty contains the Statute of the 
Bank. The members of the EEC are to be the subscribing members of the 
Bank, and the capital of the Bank is to be the equivalent of the present par 
value of $1 billion. The Bank is also given special power to borrow from 
member countries or from private capital markets. The Bank may ordinarily 
lend only to its members, or to public or private enterprise for investment 
projects to be carried out within the European territories of its members. 
It may, upon unanimous approval of its Board of Governors, grant loans 
for projects located outside the European territories of its members. The 
protocol is silent on whether an enterprise owned or controlled from out- 
side the Common Market countries is eligible for loans. Thus, no reliable 


information is available on whether American enterprises will be permitted 
to borrow from the European Investment Bank. 


Summary 


“Economic integration” may be defined as an arrangement among 
sovereign states aimed at securing a similar distribution of resources in the 
light of the total consumer and investment demand as might take place if 
the several states were combined into one political and economic unit. 
Integration looks toward the creation of a single market. In Europe this 
would mean replacing separate national economies by a single economy 
for Western Europe. The essence of a “single economy” would be that 
decisions on economic matters, whether made by public authorities, private 
concentrations of power, or the processes of the market, would ordinarily 
apply to the whole area. 

The two essential elements in any program of economic integration 
are: (a) the free play of market prices within the integrated area as a 
whole in the uncontrolled sectors, and (b) the co-ordination or centraliza- 
tion of controls in the controlled sectors. The Common Market Treaty 
negotiators doubtless sought to combine a maximum of co-ordination with 
a maximum of competition. Insofar as co-ordination is concerned, the treaty 
provisions are discouraging; the solution adopted in regard to competition 
was probably inevitable. 

It is fair to say, however, that “Little Europe”—the heavily industrialized 
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heartland of the Continent—will soon cease to be a mere geographical ex- 
pression. By the end of the transitional period, the economies of the six 
countries will constitute a relatively unified market sheltered by a common 
tariff barrier, within which goods, people, services, and capital—aside from 
the special case of agricultural products—will enjoy extensive freedom of 
movement. 

The achievement of this Common Market will obviously pose a large 
number of problems of far-reaching concern. For what began as an intra- 
European arrangement will, by its impact on non-member countries, take 
on a world-wide significance. European countries outside the Common 
Market, particularly Britain, now urge the need for a complementary 
scheme, a Free Trade Area. Before examining this proposal, it is necessary 
to compare the Common Market arrangement with the other great regional 
arrangement operating in the world today, the sterling area. 


Tue STERLING AREA 


The sterling area is—in contradistinction to the European Common 
Market—an area and not an institution. It means no more than the region 
within which countries make use of the London banking system in order 
to discharge their international balance of payments.!° The sterling area 
thus differs from the European Common Market in three basic respects: 
(a) As a “regional” arrangement it is of course an economic link in the 
British Commonwealth and not intra-European at all. This monetary area 
now brings within its technical mechanism of multilateral payments an 
ever-widening circle of trade conducted in sterling across five continents. 
(b) The sterling area is not strictly speaking a “common market” arrange- 
ment at all. It is concerned with payments arrangements and monetary 
integration. It is not, like the European Economic Community, basically 
concerned with trade liberalization, customs union, or coordination of in- 
vestment. (c) The sterling area, like the British Commonwealth itself, is 
a purely intergovernmental arrangement and not a supranational institu- 
tion. Unlike the three European communities (EEC, ECSC, Euratom), 
therefore, it has no federalist connotations. It does not involve the yielding 
of national powers to supranational bodies. 

The sterling area is a financial mechanism that has grown out of the 
circumstances of the times. It originated at the time of the devaluation of 
the pound in 1931. Like the Commonwealth, the sterling area is a free and 
loose association of countries working together for a common purpose. It 
has no formal constitution and no formal set of regulations. A cooperative 
international banking system, it comprises the largest and yet the most di- 
verse monetary area in the world, for member countries retain their indi- 
vidual national currencies. 


10 GARDNER, STERLING-DoLLAR Dretomacy (1956). 
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The membership of the sterling area varies from time to time. At the 
moment it contains all the members of the Commonwealth except Canada, 
and some non-Commonwealth countries: the Irish Republic, Burma, the 
Sudan, Iraq, Iceland, Jordan, and Libya. Each of these countries has its 
own currency, with an exchange rate that may vary independently of the 
others. For example, when the British pound sterling was devalued against 
the dollar in September 1949, many Commonwealth members, while yet 
remaining in the sterling area, maintained their previous exchange-rate with 
the dollar. 


How It Works, and Why 


The sterling area is distinguished by five features: (a) members carry 
most of their currency reserve (that is, the reserve against their note issue) 
in sterling; (b) they conduct their international transactions in sterling; 
(c) with few exceptions there are no exchange restrictions between mem- 
ber countries, not even for capital movements—Britain, for example, allows 
the free flow of capital from it to any member country; (d) although 
member countries impose tariffs against one another, most of the intra- 
sterling-area trade is free from quota restrictions; (e) there is a common 
dollar pool. The last is perhaps the most important feature of all. Mem- 
ber countries put dollars they earn into a central pool and draw dollars from 
it to meet foreign obligations. An exception to this is South Africa which, 
because of its large gold production, looks after its own dollar payments 
and puts only its surplus dollar earnings into the pool. 

There is no central control of the sterling area, not even through regu- 
lar meetings of representatives of the various governments. It is worked 
entirely as a banking operation through intimate contact between the central 
banks. Except when special arrangements exist, all requests for dollars are 
met. But if the reserves are declining, members are informed and asked to 
curtail their dollar expenditure. Even where the annual allocation of dol- 
lars is fixed by a payments agreement, as in the case of India, Britain has 
met all requests for dollars even if they exceeded the agreed limit. Since the 
end of the war Britain and the independent members of the sterling area, 
with the exception of South Africa, have normally been net dollar users; 
they have a debit in their dollar accounts. On the other hand, the dependent 
members have been net dollar earners. 

The strength of the sterling area depends on three links: trade ties, the 
dollar pool, and the free movement of capital. The sterling area countries 
carry on a large part of their foreign trade among themselves. The United 
Kingdom is the leading market for goods from the rest of the sterling area, 
and the sterling area countries are leading markets for British exports. Few 
import quotas impede their trade. The central dollar pool makes it possible 
to finance more trade with smaller reserves than if each country kept a 
separate dollar reserve. Retention of the pool depends on the other members’ 
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confidence in Britain’s financial stability, competence, and impartiality as the 
central banker. Most of the member countries are net importers of capital, 
and so long as their capital requirements over and above their domestic 
savings can be met by Britain, as they have been since the war, they are 
likely to continue to use sterling. This fact explains why South Africa has 
remained in the sterling area while having its own dollar arrangements. 
Hence it follows that, apart from all the other considerations, these countries 
would not wish to leave the sterling area unless they were certain that they 
would still have access to comparable supplies of capital. 

Almost 50 per cent of British exports are sent to sterling countries 
and another 12 per cent to the United States and Canada, while the propor- 
tion sent to the OEEC countries of western Europe is about 27 per cent. 
The other sterling countries send varying proportions of their exports to 
Britain (Australia, 40 per cent; India, 21 per cent). However, their re- 
spective central banks all keep their accounts with the Bank of England, 
which they do to enjoy the advantage of access to the London money 
market, where loans to Commonwealth members and colonies are given 
favorable terms under government guarantee. The whole commercial 
system of the city of London, although without legal or formal organiza- 
tion, has grown over the years into a permanent trading machine with 
branches, contracts, and “good will” everywhere. 

If we turn to that sector of British trade which lies outside the sterling 
area, the most significant case will be Canada, the senior member of the 
Commonwealth and the nearest to the United Kingdom geographically. 
Canada is a dollar country and has been for a hundred years. It would be 
difficult for Britain to live without Canadian wheat and, although the sale 
of wheat to Britain is no longer Canada’s staple of commerce, the Canadian 
economy could hardly survive without the market in Britain plus the com- 
plex of railways, shipping, banking, and investment which has been built 
up during the last hundred years to maintain that trade in wheat. About 
three-quarters of Canada’s external trade is with the United States, but the 
loss of the other quarter, her sterling-area trade, would be disastrous to 
her. Canada, then, is the bridge between the two halves of the English- 
speaking world, between the dollar area and the sterling area. On balance, 
the sterling area pays more dollars for Canadian wheat than it receives by 
selling British goods in Canada. The dollars are earned by other parts of 
the Commonwealth which sell more to the dollar area, but buy more from 
Britain for pounds sterling. Ghana cocoa and Malayan rubber are great 
dollar-earners, and both these former colonies hold large balances in the 
London banks. It is possible, now that they are self-governing members of 
the Commonwealth, that they may propose to withdraw their balances and 
set up in business on their own. This would be a sore blow to the sterling 
area and to the British commercial system, but it would also involve the 
new nations in financial hardship. They would have to secure the backing 
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of their own currencies, borrow on their own credit, build up their own 
trading organization, and find their own markets in a world not always 
sympathetic to primary producers. 

The sterling area payments arrangements, of course, enable Britain to 
earn a much larger income than would otherwise be possible from ancillary 
services, such as banking, insurance, and merchanting, particularly as sterling 
area countries provide raw materials for many foreign nations, and especi- 
ally for the United States. In the year 1957 the British trade figures showed 
a nominal adverse balance of about $2 billion, most of which was covered by 
“invisible earnings” from shipping and from overseas investments. At any 
rate, the greater part of this trade deficit is earned somewhere, and mostly 
earned by financial services to the Commonwealth members. This is the 
Commonwealth business, the real activity of the nation of shopkeepers, and 
so far is it from declining as colonies attain self-government that in the past 
it has always continued to grow to the mutual advantage of all parties. 
Britain has retained her place as the banker to the sterling area and, like 
other bankers, lives on the principle of mutual indebtedness. If the cus- 
tomers all chose to withdraw their balances together, they could break the 
bank—but they do not want to. Trade routes follow natural geographic 
lines by sea as well as by land and, unless they are interrupted by faction 
and folly, they are longer-lived than political constitutions. Small wonder, 
then, that to the British the sea has aways been a pathway and never a 


frontier, and that the British view of their own geographical situation is 
oceanic and not European. 


Imperial Preference 


This basic Weltanschauung has dictated not only British abstention 
from the European Common Market (and the even more intimate Coal & 
Steel and Atomic Energy Communities), but also that discriminatory trade 
policy known as “imperial preference.” This intra-Commonwealth pre- 
ferential tariff policy, a policy of “anti-dollar discrimination,” has been a 
constant source of friction between Britain and the United States.1! The 
practice of preferential tariff rates between Commonwealth countries is of 
long standing, but the policy of imperial preference did not achieve full- 
fledged formalization until the Ottawa Conference of 1932. Be it re- 
membered that this was in the melancholy days of the Smoot-Hawley 
Tariff Act in the United States. But British tariff practice has always been 
strongly influenced by a feeling more pervasive than economic considera- 
tions. In British eyes a special tariff relationship is as natural in a brother- 
hood of nations like the Commonwealth (though imperial preference ex- 
tends to the Irish Republic, which is outside the Commonwealth) as a 


11 Roperts AND Wrirson, BriraIN AND THE UNITED StaTEs: ProBLEMS IN Co- 
OPERATION (Royal Institute of International Affairs 1953). 
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European customs union or even a federation of forty-eight (now fifty) 
states,}? 

Though there were dominion preferences favoring United Kingdom 
exports for some forty years before Ottawa, the sting of the policy was 
first felt in the depression decade of the 1930’s. The postwar years have 
seen constant attempts—mainly by the United States—at erosion of this 
policy. For instance, during the International Trade Organization and 
GATT negotiations the United States, relying on article VII of the Lend- 
Lease agreement and later affirmations by the British Government, pressed 
for a formula that would eventually eliminate preference but found Britain 
reluctant to put specific limitations on the system. Then again, during tariff 
negotiations under GATT, particularly those at Torquay in 1950-51, in- 
ability to reach an understanding on reductions of specific preferences 
blocked American-British agreement and led some American officials to 
think that Britain was drawing back from the approach it had already made 
to multilateral trade. Recently there has been renewed interest in Britain 
in the extension of imperial preference as a means of easing the dollar prob- 
lem, and some British circles have publicly questioned the wisdom of con- 
tinued adherence to GATT. 

Basically Britain and other Commonwealth members subscribe to the 
fundamental principle of GATT—a multilateral trading world in which 
trade barriers are progressively reduced—but they are less sanguine than 
the United States about the speed with which effective steps can be taken 
to remove trade controls. Preoccupied with their immediate problems of 
economic development and improving their balance of payments, the Com- 
monwealth countries have felt themselves forced because of a shortage of 
dollars in the postwar period to discriminate against payments in dollars 
and in favor of payments in soft currencies. 

As the seriousness and persistence of Britain’s balance of payments 
difficulties (and those of other countries) became apparent, the rationale 
of anti-dollar discrimination has been more widely understood in the United 
States. There has been a limited acceptance of the British argument that 
insistence on equal treatment was likely to constrict trade. American re- 
actions may also have been mitigated by the fact that since the war dis- 
crimination has probably not reduced the total of United States exports 
below what it would have been in the absence of these trade barriers. 
Foreign countries have been anxious to get dollars and to spend all they 
could get (apart from what they regarded as minimum necessary reserves). 
Nevertheless, discrimination does affect the composition of American ex- 
ports and the competitive position of certain American producers and 
sellers. 


12 The British point out that the United States has engaged in similar practice, 
extending preferences to Cuba and the Philippines, as well as to Puerto Rico, Hawaii, 
and Alaska. 
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In the General Agreement on Tariffs and Trade (GATT) and else- 
where, the United States has agreed to discrimination in exceptional cir- 
cumstances by countries with balance of payments difficulties. American 
interest in European integration has led to the tacit acceptance—indeed the 
fostering—of additional discrimination against the United States, most nota- 
bly by the European Common Market. On balance it may be said that 
American policy accepts the rationale of much anti-dollar discrimination 
but remains vigilant about the application of the practice, and it shows a 
certain impatience with British caution about taking at least some steps 
toward the elimination of discrimination. 

The Montreal Conference of 1958—a meeting of Commonwealth fi- 
nance ministers known formally as the Commonwealth Trade and Eco- 
nomic Conference—reaffirmed this cautious approach. In all its decisions 
the conference left no doubt of its “firm belief that Commonwealth Coun- 
tries should continue to work in no exclusive spirit towards a multilateral 
trade and payments system over the widest possible area.” 1% Specifically 
the conference agreed that trade discrimination against dollar goods should 
continue to be progressively reduced. At the same time the conference 
members recognized the value of the system of Commonwealth preferences 
and there was general agreement on the importance of maintaining it. 


Tue Free TRADE AREA 


Britain could not join the EEC—the Community of the Six—without 
gravely damaging the system of multilateral payments and preferential im- 
perial tariffs on which British trade and that of the whole sterling Common- 
wealth is intimately dependent. The Swiss and the Scandinavians are like- 
wise loath to involve themselves in the close form of association which the 
Common Market represents. Neither from the aspect of economic integra- 
tion nor from the aspect of political federalist aspirations, are these coun- 
tries prepared for economic supranationalism, whether by the sector ap- 
proach (as in ECSC or Euratom) or by the general customs union approach 
(as in EEC). 

The result is that Greater Europe—the area of the OEEC— is now 
threatened by apprehensions of the direct consequences of the closer eco- 
nomic integration to which six of its members have committed themselves 
in the European Common Market. Members of OEEC outside the Com- 
mon Market 14 fear that in the course of time they may be discriminated 
against in matters of tariff policy by other members of OEEC which are 
inside the Common Market. Both economically and politically this would 


18 Commonwealth Trade and Economic Conference, Official Report, Cmp. No. 
539 (H.M.S.O. 1958). 

14 Austria, Denmark, Greece, Iceland, Norway, Portugal, Sweden, Switzerland, 
Turkey, and the United Kingdom. 
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accentuate the growing gulf between “little Europe” and “big Europe.” 15 

Accordingly the British, the Swiss, and the Scandinavians now favor a 
complementary scheme. They are outside the Common Market but they 
wish to widen its liberalizing impact by reaching agreement on a Free 
Trade Area. This proposed Free Trade Area would include the sixteen 
members of OEEC, the nucleus of which would be the Common Market, 
and the other members of which would maintain their own customs tariffs 
vis-a-vis countries outside the area. At the same time they would pro- 
gressively lower tariff barriers to trade emanating from countries within 
the area. 

Such an arrangement is technically feasible.*© The major practical 
problem stems from the fact that in a free trade area freedom of movement 
would have to be restricted to products originating in the area. Otherwise, 
since there would be no equalization of external tariffs, products from 
countries outside the area could enter through the country having the 
lowest tariff and then circulate freely in all the others. Thus, it would be 
essential that the origins of the products traded be clearly stated and that 
they carry a certificate of origin. While this would create no difficulties 
concerning products entirely made within the area, it would raise complex 
problems about the criteria to be adopted for products parts of which came 
from outside. Both the problem of transshipment and the problem of 
assembly from foreign component parts could, however, be solved. 


Free Trade Area vs. Common Market 


Between the federalist aspirations of the European Economic Com- 
munity and the more limited purposes of the free trade area scheme there 
are significant political and economic distinctions, quite apart from the 
question of a common tariff versus separate tariff regimes. Three of these 
may be mentioned here. (a) The plan for a Free Trade Area would exclude 
agriculture. This exclusion is designed to enable Britain to maintain the 
preferred tariff treatment it grants Commonwealth agricultural products 
and which is the heart of imperial preference. But the Common Market 
countries are reluctant to give Britain free access to their industrial markets 
without getting free access to Britain’s market for agricultural goods. 
(b) The Free Trade Area plan calls for none of the ambitious coordina- 
tion of general economic and social policy that is provided in the Common 
Market (such as factor mobility and the coordination of investment). This 
is mainly because Britain and other Free Trade Area countries are unwill- 
ing to surrender their independence in these important fields. (c) Unlike 


15In part the desire for a complementary scheme such as the Free Trade Area 
also arises from a fear of German hegemony in the Common Market. See Srrauss, 
Common SENSE ABOUT THE CoMMON Marker (1958). 

16 QOFEC, Report ON THE PossiBiLiry oF CREATING A Free Trape AREA IN EvRoPE 
(Paris, Jan. 1957). 
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the Common Market, the Free Trade Area plan does not call for the par- 
ticipation of overseas territories of the participating countries. This may 
cause difficulties for certain members of the Commonwealth who will not 
enjoy the free entry into European markets enjoyed by the overseas terri- 
tories of the Common Market countries. But the Common Market countries 
object to the British proposal that the United Kingdom be granted equal 
access to the markets of the overseas territories of the member countries, 
when Britain is not offering to extend to Common Market countries the 
preferences she enjoys in her trade with the Commonwealth. 

For these reasons, the negotiations on the Free Trade Area have not 
made any appreciable progress. If economic regionalism in Europe is to 
be a cohesive rather than a divisive force, there are compelling reasons why 
some form of free trade area arrangement should ultimately be worked out. 
Yet neither the form nor the timing can be foreseen at this point with any 
clarity. In these circumstances a prudent American producer will not base 
his plans for the exploitation of the Common Market on the assumption 
that a Free Trade Area with any particular characteristics will come into 
being at any particular time. 


Wortp MULTILATERALISM vs, REGIONALISM 


A major issue posed by all regional economic arrangements—not only 
the Commonwealth preference system, but also the Common Market, and 
the proposed Free Trade Area—is how these arrangements can be recon- 
ciled with the principle of multilateralism in free world trade. Multilateral 
trade means the lowering of trade barriers to moderate levels and the 
maintenance of the most-favored-nation principle (equal application of 
trade barriers to every country). The policy of multilateral trade is em- 
bodied in the General Agreement on Tariffs and Trade (GATT), an in- 
ternational trade agreement to which the United States and the major trad- 
ing countries of the free world are now parties. 

The birth pangs of the Common Market have caused a great deal of 
excitement and foreboding in the family of GATT. In a fairly critical 
analysis of the plans for a Common Market and the proposed Free Trade 
Area, the United Nations Economic Commission for Europe notes that 
more or less throughout the world “there is fairly widespread apprehension 
that the new departure in western European trading policies may represent 
the start of a retreat to a more protectionist attitude towards imports from 
the outside world, in contrast with the efforts to reduce trade restrictions 
and discrimination affecting imports from outside western Europe which 
have been pursued so far.” If the Free Trade Area comes into being, about 
40 per cent of world trade will take place within the framework of pre- 
ferential arrangements, which might lead other countries to “draw together 
in preferential trading areas of their own; and consideration of such a proj- 
ect has, in fact, already been started in Latin America. If this tendency 
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were to develop, and if the various trading blocs were to become highly 
protectionist, the potential benefits of the Common Market and Free Trade 
Area in western Europe might be significantly reduced.” 17 

The compatibility of European regional arrangements with the obliga- 
tions of the GATT, to which all of the main European nations are signa- 
tories, is a complex legal question. Although GATT does not forbid the 
formation of customs unions, it does lay down two conditions of differing 
importance. The first stipulates that such a union must come into existence 
“within a reasonable length of time”; the twelve-to-fifteen-year transitional 
period to the common market can undoubtedly be considered as fulfilling 
this requirement. The second condition is that the common tariff of a 
customs union shal] not have a general incidence heavier than the individual 
tariffs which it replaces.1® The signatories of the EEC Treaty maintain that 
the sum of the duties levied by “the Six” in applying the common tariff will 
not represent a higher percentage of the total value of the Community’s 
imports than did the sum of the duties levied by the separate states taken 
together. The GATT membership has not yet expressed an opinion on this 
interpretation or even on the accuracy of the statement. Nor has it com- 
mented on the provisions relating to agricultural products. The essence 
of the problem, of course, lies beyond the legal technicalities of treaty 
interpretation: It is whether the establishment of the Common Market 
signifies a retrogression as regards efforts to stimulate trade on a global 
basis. 

In 1957 and 1958 the Common Market countries were maintaining a 
purely legalistic attitude to GATT, arguing that customs unions were per- 
mitted under its articles, and that they were prepared to obey its rules to 
the letter. They now seem to take a rather more flexible position; they 
seem to agree, for instance, that a common market tariff based on the non- 
weighted arithmetic mean of the present legal tariffs (many of which are 
in any case higher than the tariffs actually in force) might be against the 
spirit of GATT. It is, however, too early to discuss these questions as the 
common tariff of the Six has not yet been completely worked out. The Six 
have been urged by GATT to submit their common tariff rate not later 
than July 1, 1959, since it would then require twelve to eighteen months 
to examine it. A tariff negotiating conference could therefore be convened 
at the earliest during the latter part of 1960 or the beginning of 1961, just 
before the members of the EEC will take their first step toward achieving 
a common tariff in 1962. Whether such a conference can successfully re- 
solve the problem has been questioned. Yet on one vital matter the Six 


17U.N. Economic CoMMISSION FOR Europe, Economic Survey or Europe IN 
1956. c. IV, at 21-22 (U.N. Pub. Sales No. 1957.II.E.1). 

18 General Agreement on Tariffs and Trade, art. 24, 61 Srat. (Part 5) A66 
(1947). 
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and their critics seem to have agreed—that GATT should be the forum for 
all further discussions between the common market countries and the other 
GATT members. And the Six do appear to have acknowledged the princi- 
ple of economic multilateralism for which GATT stands. 


Trade Creation vs. Trade Diversion 


It is admittedly difficult to isolate the trade-creating and the trade- 
diverting effects of a customs union. But it is entirely possible that the Com- 
mon Market will so accelerate economic progress within EEC as to lead to 
an increase of trade with the rest of the world; if so, outside countries (in- 
cluding the United States) will not be hurt by the creation of the Common 
Market but will rather share in its benefits. One thing is obvious: the com- 
modity problem cannot in the long run be solved in relation to the Com- 
mon Market alone; the problem of commodity trade can only be solved 
on a world basis. 

The Rome Treaty clearly recognizes this. For example, article 18 of 
the treaty provides as follows: 


“Member States hereby declare their willingness to contribute to the 
development of international commerce and the reduction of barriers 
to trade by entering into reciprocal and mutually advantageous arrange- 
ments directed to the reduction of customs duties below the general 
level which they could claim as a result of the establishment of a 
customs union between themselves.” 


There is no need to belabor the importance of this statement. It is a solemn 
declaration by the Six that the common external tariff which will result 
from the treaty and the subsequent negotiations is a maximum; that the 
way is open to a gradual reduction of that external tariff through negotia- 
tions within the framework of GATT—provided, of course, other coun- 
tries are ready to meet the Six half-way. 

Presumably the United States Government will now negotiate recipro- 
cal trade agreements, not with individual European nations, but with the 
Community as a whole. If Congress maintains a sufficiently liberal Trade 
Agreements Act, the United States may be able through such agreements 
to effect substantial reductions in the external tariff on items that are im- 
portant to American business. Certainly for the members of the Common 
Market it is essential that their external outlets do not diminish. If the 
United States were to decrease substantially its imports, either as a result 
of a recession or of strengthened protectionist policies, conditions in the 
six countries might become so serious that the invocation of the safeguard 
clauses would lead to the breakdown of the Common Market. Thus it de- 
pends largely on the United States—the dominant economy in the world 
—whether external conditions will bring to nought the hopes of a project 
the achievement of which is bound to face many internal obstacles. It may 
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also depend on the United States whether or not the creation of the Com- 
- mon Market signifies a retrogression of world trade. 


EuropEAN INTEGRATION AND AMERICAN TRADE AND INVESTMENT 


How will the European Common Market affect American trade and 
investment? This is a question of considerable importance, for while for- 
eign trade is still a marginal activity for America as a whole (accounting 
for less than 3 per cent of our gross national income), yet this activity has 
an infra-marginal impact, and its incidence on individual firms may be 
great. Several score of America’s largest firms currently do a third to a 
half of their total business abroad. And the interest of American business- 
men in foreign markets, especially European markets, is likely to increase 
because most of the European economies have been growing more rapidly 
over recent years than our own.!® 

The European Common Market will introduce an entirely new force 
for growth. Embracing almost as many consumers as there are in the 
American market, it is still relatively unsaturated with consum*~ durable 
goods. (Last year, the Common Market area produced about twu million 
automobiles; it might easily absorb five or six million a year, about the 
number currently being produced in the United States.) Up until now, 
European firms have lacked both a market large enough to support mass 
production and the incentive of free interior competition. Economic inte- 
gration in Europe will tend to break up much cozy backwardness and offer 
a continental-sized market to those businessmen willing to take the risk of 
expanding to the limits of opportunity. 

How will all this affect United States exporters? Last year we sold 
approximately $3 billion worth of goods to the six Common Market coun- 
tries. Beginning in 1959 these countries are supposed, under the treaty, to 
reduce their tariffs against each other by 10 per cent. By 1962 or 1963 
these tariffs will in most cases have been reduced by a full 30 per cent. 
But the average of tariffs paid by United States exporters will remain un- 
changed: some will drop and others rise, but the average will have re- 
mained constant.” 


19From 1950 to 1955 the American economy grew at the rate of 4% a year 
(as measured by the average annual increase in the production of all goods and 
services). In 1956 it grew only 3% and in 1957 and 1958 not at all. By contrast, the 
gross national income of Western Europe has grown during this period at an average 
of 7% a year. See Benoit, American Business and Its Stake in the Common Market, 
1 Corum. Univ. Forum 11 (1958). 

20For most products each country will charge identical tariffs on entering 
American goods; by the “arithmetical mean” rule, this will be the average tariff im- 
posed by the six nations on that product in January 1957. Tariff rates have been 
relatively high in France and Italy, relatively low in Benelux and almost as low in 
Germany. In general, then, U.S. exporters to Belgium, Holland, and Germany will 
in the next few years find tariffs rising to meet the Common Market’s average tariff, 
while exporters to France and Italy will find tariff rates going down to meet it. 
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Consider a United States firm selling electric motors to France and 
currently paying a 31 per cent duty; its German competitor is also cur- 
rently paying 31 per cent. Next year the American firm will still be paying 
this rate, but the German competitor will pay 28 per cent. By 1962, the 
American producer’s duty should drop to 26 per cent, but by that time the 
German will be paying only 21 per cent. By 1970 or 1973, the American 
firm may be paying only 16 per cent, but the German competitor will be 
paying no tariff at all. Thus the gradual elimination of trade barriers among 
the Six, coupled with the maintenance of a common tariff against the out- 
side world, will place American exporters to the Common Market countries 
at an increasing disadvantage vis-a-vis their competitors within those coun- 
tries. 


The Trend Toward Direct Overseas Investment 


This competitive disadvantage has already induced many American 
firms to shift from exporting to the Common Market area to investing in 
production facilities within the area. By this shift, American manufacturers 
may be able to meet European competitors literally on their own ground. 
By producing in Europe or buying a direct financial stake in a European 
firm, American producers will enjoy all of the provisions of the Common 
Market Treaty; for an American company with a production unit any- 
where inside the Common Market area will ultimately be able to sell to 
any other part of the Market under no tariffs whatever. Thus a sizeable 
movement, not of American goods, but of American firms into Europe is 
to be expected. 

Now foreign investment by American firms takes three forms: 4 
(a) licensing, the renting out by an American firm of patents, trademarks, 
or production methods to a foreign producer, already bringing more than 
$100 million annually to American firms from Western Europe alone; 
(b) what is known as joint-venturing, a form of partnership between an 
American and a foreign producer, most often one who is already in business; 
joint-venturing requires only a limited investment by the American in- 
vestor and offers certain obvious advantages in dealing with a foreign 
government, a foreign public, and a foreign business community; (c) finally, 
a large number of American firms are simply opening foreign plants, either 
as branch organizations or as foreign subsidiaries wholly owned by the 
American firm. All of these three forms of American investment are likely 
to increase substantially in the near future, conceivably to avalanche pro- 
portions. 

Not only will American investment in Europe increase as an aggregate; 
there is likely also to occur a significant redistribution of existing American 


21See Schmidt, Licensing Know-How, Patents, and Trademarks Abroad, supra 
p. 248. 








~ 




















Sprinc] REGIONAL MARKET ARRANGEMENTS 385 
investment within the six Common Market countries. The location of 
American investment within these countries has up until now been de- 
termined to a considerable extent by the size of existing national markets. 
As trade barriers are gradually eliminated among the Six, however, a plant 
within any one of the countries will be able to reach consumers in all of 
them on substantially the same terms as it can reach consumers in the 
country of its location. American enterprises may then shift to countries 
which have a more favorable “climate” for foreign investment but which 
have hitherto not been attractive because of the inadequate size of their 
markets or the unavailability of needed materials inside their national tariff 
walls.?2 

At the present time the six Common Market countries differ con- 
siderably in their treatment of foreign investment. Some of the most sig- 
nificant differences are in their exchange restrictions on the repatriation 
of dollar earnings and capital, their taxation of individual and business in- 
come, their government regulation of business management, their control 
of restrictive business practices, and their general treatment of resident 
aliens. Yet many of these differentials may be ephemeral. Surely some 
degree of harmonization in these different national laws and policies will 
have to be achieved in order to avoid the balance of payments difficulties 
and other economic problems which would result from the concentration 
of American investment in the one or two countries whose legislation is 
uncommonly favorable. The coordination of national policies regarding 
foreign investment is, however, a matter left quite vague by the Common 
Market Treaty. 

The American business community appears to be showing genuine 
statesmanship in giving moral support to a movement which will, at least 
at first, increase the discrimination against American exports. It does so 
with the knowledge that in the long run European economic growth must 
create new business opportunities both for American exports and for 
American foreign investment and operations.28 And, over and beyond 
financial considerations, many American businessmen recognize that an 
economically stronger Europe is necessary, not only for its own sake but 
also to provide the spare resources which can save the underdeveloped 


22 Gardner, How Will the Common Market and the Free Trade Area Affect 
American Interests? 13 Bus. Law. 525 (1958). 

23 Ball, The European Economic Community, in THe European CoMMON 
Market: New Frontier FoR AMERICAN Business (American Management Ass’n 
1958). 











386 LEGAL PROBLEMS OF INTERNATIONAL TRADE 


countries of the free world from revolution or despair.2* American efforts 
to strengthen European economic integration, indeed all regional economic 
organizations,”° underscore the fact that we consider the great stake to be 
neither national self-interest nor economic ideology, but the survival of 
freedom itself. As economic policy becomes a major preoccupation of 
statesmanship, however, our task is to ensure that regional blocs do not de- 
velop centrifugal momentum which spins them off into economic isolation- 
ism, and that a wider view of their destiny links them with efforts for se- 
curing a world-wide multilateralism of trade and payments. 


%“The fact is... that despite desperate attempts at rapid industrialization the 
standard of living for a large part of the world’s population is not rising perceptibly, 
and the contrasts between the poor and rich countries are only becoming sharper. 
Substantial infusions of capital, of technology, and of managerial . . . and other pro- 
fessional talent from the Western World will be required to aid these vast popula- 
tions. In the first postwar decade the United States has supplied (directly or in- 
directly) most of the resources for foreign investment in the underdeveloped coun- 
tries. Looking to the future, it seems clear that this burden will have to be better 
distributed, with Europe carrying an increasing share of the total load.” Benoit, 
supra note 19. 

25 Apparently the United States is now willing to encourage the establishment 
of a common market arrangement for Latin America. M. Eisenhower, United States- 
Latin America Relations, 1953-1958—Report to the President, 40 Dep’r State Butt. 
89, 98 (1959). 























Does U.S. antitrust law inhibit foreign trade or guarantee competition? 
Here, the latter view... 


“The purpose of United States antitrust laws is to free 
United States interstate and foreign commerce from private 
restraints and efforts to monopolize it ... to prevent power- 
ful groups, domestic or foreign, from usurping the market, 
eliminating other existing or potential competitors who also 
have a right to trade.” 


ANTITRUST LAW AND 
INTERNATIONAL ‘TRADE 


BY WILBUR L. FUGATE * 


THE OVER-ALL POLICY of the United States Government clearly is to 
expand trade with all of the nations of the free world. This is the trend 
of our times prompted by fast communication and transportation, industrial 
development in the United States and abroad, and the mass production of 
goods for wide distribution. This policy is given new impetus by such 
pioneering achievements as the St. Lawrence Seaway. 

Some government regulation of trade is deemed essential by most 
nations, including the United States. Many regulations are quite frankly a 
limitation upon foreign trade which are considered necessary to protect 
some national interest. Tariffs and import licenses fall in this category, as 
well as commercial laws favoring a country’s own nationals. 

On the other hand, some laws and regulations are for the purpose of 
facilitating trade. The United States antitrust laws are of such a character. 
Their purpose is to free United States interstate and foreign commerce from 
private restraints and efforts to monopolize it. These laws are designed to 
prevent powerful groups, domestic or foreign, from usurping the market, 
eliminating other existing or potential competitors who also have a right to 
trade. 


* WILBUR L. FUGATE. Trial Attorney, Antitrust Division, U.S. Depart- 
ment of Justice. The opinions expressed herein are those of the writer 
and are not necessarily those of the Department of Justice. 


387 








388 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


The Congress of the United States in the Mutual Security Act has 
expressed the underlying purpose of these laws with respect to United States 
foreign policy. Recognizing “the vital role of free enterprise in achieving 
rising levels of production and standards of living essential to the economic 
progress and strength of the free world,” Congress has stated United States 
policy to be, among other things, “to encourage the efforts of other free 
nations to increase the flow of international trade, to foster private initiative 
and competition, [and] to discourage monopolistic practices.” 

The United States antitrust laws are not actually regulatory laws at all. 
From the standpoint of a company engaged in foreign trade they may be 
so characterized, however, since their effect must be appraised in connection 
with a company’s over-all activities, domestic and foreign. The present 
article will deal with the general impact of the antitrust laws upon the 
activities of United States and foreign companies engaging in foreign trade, 
treating in particular ancillary restraints, jurisdiction, and foreign law. 


GENERAL APPLICATION 


The Sherman Act,! the basic antitrust statute, prohibits restraints upon 
both interstate and foreign trade, and makes it a crime to monopolize or 
attempt to monopolize any part of such trade. The act may be enforced by 
either a criminal or civil suit, or both, and private suits for treble damages 
are also provided for in the statute. Primary auxiliary statutes with foreign 
trade aspects include the Clayton Act,? of which the Robinson-Patman Act ® 
is a part, the Federal Trade Commission Act,* the Wilson Tariff Act,5 and 
the Webb-Pomerene Act.® 

The foreign trade antitrust cases have typically involved so-called “in- 
ternational cartels,” that is, combinations of United States and foreign pro- 
ducers or manufacturers operating on a world-wide basis to fix prices, limit 
or regulate supply, divide markets, exchange on an exclusive basis patents, 
trademarks, and technical information, and eliminate outsiders or coerce 
them into the arrangement. The illegality under United States law of such 
combinations which substantially affect United States trade is amply attested 
by such well-known cases as United States v. National Lead Co.," United 
States v. Timken Roller Bearing Co.,3 United States v. Aluminum Co. of 


126 Srat. 209 (1890), as amended, 15 U.S.C. §§ 1-7 (1952, Supp. IV, 1957). 

238 Srat. 730 (1914), as amended, 15 U.S.C. §§ 12-27 (1952). 

338 Srar. 730 (1914), 49 Srat. 1526 (1936), 15 U.S.C. $§ 13(a)-(f) (1952). 

#38 Srat. 717 (1914), as amended, 15 U.S.C. §§ 41-77 (1952). 

528 Srat. 509 (1894), as amended, 15 U.S.C. §§ 8-11 (1952). 

640 Srat. 516 (1918), 15 U.S.C. §§ 61-65 (1952). 

763 F. Supp. 513 (S.D.N.Y. 1945), aff'd, 332 U.S. 319, 67 Sup. Ct. 1634 (1947). 

883 F. Supp. 284 (N.D. Ohio 1949), modified and aff'd, 341 U.S. 593, 71 Sup. Ct. 
971 (1951). 
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America,? United States v. General Electric Co. (Incandescent Lamp),?° 
and United States v. Imperial Chem. Industries, Ltd. 

United States v. Holophane Co.'* recently affirmed by the Supreme 
Court, illustrates this pattern. An interesting aspect of the case, however, 
is that the participants were not industrial giants as has been true in so many 
of the cartel cases, but were comparatively small companies, though the 
American company was alleged to be dominant in a very narrow field. The 
entire gross sales of the American company, Holophane Company, Inc., 
amounted to three and one-half million dollars in 1948. Its assets amounted 
to just over two million dollars in the same year.1* While the complaint 
alleged that it produced over 95 per cent of all the prismatic glassware used 
in street lighting equipment,!* this was not referred to in the court’s opinion 
or findings of fact.15 

Originally a British company, Holophane, Limited (“Limited”), had 
owned American Holophane and a French company, La Societe Francaise 
Holophane (“Francaise”). The managing executives and employees of 
American Holophane bought this company from Limited in 1925. Con- 
temporaneously, American Holophane, now independently owned, executed 
an agreement with Limited whereby they divided up world markets, in- 
cluding the United States, and each party agreed not to trade in, and to use 
every means to prevent the export by others of Holophane products into, 
the territory of the other. A subsequent agreement made it clear that this 
included not only products sold under the Holophane name, but all products 
manufactured by the parties. This agreement was extended and amplified 
from time to time and Francaise was brought into it. Other provisions in- 
cluded were the exchange of inventions, improvements, technical informa- 
tion and trademarks, an agreement not to apply for patent or trademark 
protection in each other’s territory, the mutual supply of materials and prod- 
ucts, and the referral of orders or shipment for each other’s account. The 
district court held that this arrangement violated section 1 of the Sherman 


© 148 F.2d 416 (2d Cir. 1945). 

1082 F. Supp. 753 (D.N.J. 1949). 

11100 F. Supp. 504 (S.D.N.Y. 1951). 

12119 F. Supp. 114 (S.D. Ohio 1954), aff'd per curiam, 352 U.S. 903, 77 Sup. Ct. 
144 (1956). 

18 Jd, at 116; Moopy’s INpustRIALs, 1949, at 225. 

14 Complaint filed Nov. 10, 1949, par. 8, United States v. Holophane Co., Inc., supra 
note 12. 

15In the Timken case, American Timken’s gross sales in one year were about $77 
million dollars. It had 25% of the United States production of anti-friction bearings and 
70% to 80% of the tapered roller bearing industry. United States v. Timken Roller 
Bearing Co., 83 F. Supp. 284, 288-89 (N.D. Ohio 1949). The court in the JCI case noted 
that a finding of dominance in the parties to the arrangement was not necessary to its 
conclusion of illegality. United States v. Imperial Chemical Industries, Ltd., supra note 
: . - 592. The parties there, however, were in fact major companies in the chemical 

eld. 
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Act and the Supreme Court unanimously affirmed, although dividing four 
to four on the question of a compulsory sale provision in the final judgment. 


ANCILLARY RESTRAINTS 


The defendant in Holophane argued that the restrictive agreements 
were “reasonable and necessary for the protection of the business and good 
will sold.” 16 This argument was based upon the “ancillary restraints” doc- 
trine which is of considerable current interest in connection with antitrust 
problems involving foreign trade. 

This principle goes back to the pronouncements of Judge (later Chief 
Justice) Taft in United States v. Addyston Pipe & Steel Co." that some 
partial trade restrictions may be justified if ancillary to a “primary lawful 
purpose.” 1 Partial restraints, he stated, were upheld in several classes of 
cases used as examples, including an agreement by the seller of property not 
to compete with the buyer so as to hurt the value of the property sold; an 
agreement by a partner, pending the partnership, not to interfere by com- 
petition or otherwise with the business of the firm; and an agreement by the 
buyer of business assets not to use them in competition with the business re- 
tained by the seller.1® Judge Taft distinguished contrast where the restraints 
were ancillary to a main lawful purpose and those where the sole object of 
the parties was merely to restrain competition and to fix prices. Nothing, he 
said, would justify the latter.?° 

In the foreign trade cases, the ancillary restraints principle has been 
raised as a defense in connection with the sale of a business and with the 
licensing of patents, secret processes, technology, and trademarks. The 
court in Holophane rejected the contention that the restraints there were 
ancillary to the sale of the stock in American Holophane, saying: 


“(T]he defendant failed to establish that the agreements were sub- 
ordinate to the alleged lawful purpose. The evidence establishes that 
the restrictive agreements were designed to eliminate competition be- 
tween the parties and with outsiders in all markets of the world, and 
were neither measurable by, limited to, nor subordinate to the reason- 
able necessities of the sale.” 22 


The defense was similarly disposed of in the National Lead case.” In an 


16 119 F. Supp. 114, 119 (S.D. Ohio 1954). 
17 85 Fed. 271 (6th Cir. 1898), modified and aff'd, 175 U.S. 211, 20 Sup. Crt. 96 (1899). 
This case reviews many common-law precedents. 
18 Jd. at 282. 
19 Td. at 281. 
20 Jd. at 282-83. 
21 Supra note 16. 
22 United States v. National Lead Co., 63 F. Supp. 513, 524 (S.D.N.Y. 1945). 
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old case, Thoms v. Sutherland,#* the Third Circuit Court of Appeals upheld 
an agreement dividing markets as ancillary to the sale of a going business, 
but there were present unusual circumstances involving the vesting of prop- 
erty by the Alien Property Custodian and the question of a wrongdoer 
seeking to profit by his own wrong. 

The district courts in United States v. E. 1. du Pont de Nemours & Co. 
(Cellophane) 74 and Foundry Services, Inc. v. Beneflux Corp.?® upheld the 
ancillary restraints doctrine in connection with licensing under secret proc- 
esses, and a secret process was also involved in the Thoms case. The ques- 
tion, however, was not presented to the Supreme Court in Cellophane ** 
and the Beneflux case was reversed by the Second Circuit Court of Appeals 
on other grounds.?? The Supreme Court in Timken rejected the doctrine as 
applied to the facts of that case in connection with a “joint venture” and 
with the licensing of a trademark.?8 The Ninth Circuit Court of Appeals in 
Brownell v. Ketcham Wire & Mfg. Co.”® upheld the restrictions on import 
and export in connection with a United States patent license, but here again 
vesting by the Alien Property Custodian was involved. The legal basis of 
that decision was criticized by the Attorney General’s Antitrust Committee, 
since rights under a United States patent have no application outside the 
United States. It seems clear that the defense will not be upheld as to the 
licensing of non-secret technology.** 


JuRIsDICTION 


In an antitrust suit, like any other suit, the court must have personal 
jurisdiction over the parties and also jurisdiction over the subject matter. 
The question of personal jurisdiction is primarily raised as to foreign com- 
panies charged with a violation of United States antitrust laws: Are such 
companies doing business of a sufficient character in a judicial district to 
subject them to the jurisdiction of a United States district court? The courts 
have quite clearly had in mind the strong public policy of the antitrust 
laws in deciding this question in the antitrust cases.5? 

An alien or alien corporation is not an inhabitant of a district ** and 


23 52 F.2d 592 (3d Cir. 1931). 

% 118 F. Supp. 41, 219 (D.Del. 1953), aff'd, 351 U.S. 377, 76 Sup. Ct. 994 (1956). 

25 110 F. Supp. 857 (S.D.N.Y. 1953). 

26 The appeal was only with respect to the section 2 charge of monopolization. 

27 Foundry Services, Inc. v. Beneflux Corp., 206 F.2d 214 (2d Cir. 1953). 

38 341 U.S. 593, 598-599, 71 Sup. Ct. 971, 974-75 (1951). 

29211 F.2d 121 (9th Cir. 1954). 

30 Atr’y GEN. Nat’: Comm. Rep. 237 n.55 (1955). 

81 United States v. Timken Roller Bearing Co., 83 F. Supp. 284 (N.D. Ohio 1949); 
United States v. General Elec. Co., 82 F. Supp. 753, 846 (D.N.J. 1949). 

82 See, e.g., United States v. Scophony Corp. of America, 333 U.S. 795, 817, 68 Sup. 
Ct. 855, 866 (1948). 
33 In re Hohorst, 150 U.S. 653, 661, 14 Sup. Ct. 221, 224 (1893). 
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may be sued in any district.44 The venue statute applicable in antitrust cases 
prescribes that suit shall be brought against a corporation in any district 
“wherein it may be found or transacts business.” 8° While for venue pur- 
poses a company need only “transact business,” presence within the district 
is also required for jurisdiction.2* The Supreme Court, however, in the 
1947 case of United States v. Scophony Corp. of America,3" disregarded 
very technical rules previously laid down in the interstate commerce cases 
and adopted, as to antitrust cases involving alien corporations, the jurisdic- 
tional test of carrying on business of a substantial character within the 
district as judged by a realistic appraisal of the over-all activities of the 
corporation within the district. 

Under this test, jurisdiction was upheld by the Supreme Court in 
Scophony as to a British corporation operating an American subsidiary to 
exploit television patents and taking measures to protect its investment in 
the American company. In recent foreign trade antitrust cases involving this 
question following Scophony, jurisdiction has been upheld as to Swiss watch 
organizations carrying on a program to create favorable publicity for Swiss 
watches through American subsidiaries or affiliates (two American corpora- 
tions were parents of the Swiss companies); %* as to a major British elec- 
tronics and records company licensing radio and television patents and dis- 
tributing its records in the United States through American subsidiaries 
(characterized as reciprocating partners and not mere distributors) ; *® and 
as to a large German producer of electrical and electronic equipment using 
an American subsidiary to negotiate and service contracts, to sell the parent’s 
goods, and to furnish technical and economic information to the parent.*° 

Another side of the personal jurisdiction question in antitrust cases in- 
volves the foreign subsidiaries of American companies, for example: When 
can a United States court demand that an American party to an antitrust 
suit produce documents in the files of its subsidiaries abroad? The American 
court has undoubted power to order such production of documents in the 
“possession, custody or control” of the American party or even of a foreign 
party before the court, for “the test is control not location of the 


8462 Srat. 935 (1948), 28 U.S.C. § 1391 (1952). 

85 38 Strat. 736 (1914), 15 U.S.C. § 22 (1952). 

86 Fastman Kodak Co. v. Southern Photo Materials Co., 273 U.S. 359, 47 Sup. Ct. 
400 (1927). 

37 Supra note 32. 

38 United States v. Watchmakers of Switzerland, 133 F. Supp. 40, motions for re- 
argument denied, 134 F. Supp. 710 (S.D.N.Y. 1955). 

89 In re Electric & Musical Industries, Ltd., 155 F. Supp. 892 (S.D.N.Y. 1957). 

40 In re Siemens & Halske, A.G., 155 F. Supp. 897 (S.D.N.Y. 1957). 

41 Jn re Investigation of World Arrangements, 13 F.R.D. 280 (D.D.C. 1952); see 
also Societe Internationale v. Rogers, 357 U.S. 197, 78 Sup. Ct. 1087 (1958). The re- 
quirement of “possession, custody and control” is found in Rule 34, Fen. R. Civ. P. 
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records.” 42 Since problems here have mainly concerned foreign law they 
will be discussed further under that heading. 

Personal jurisdiction is, of course, not enough; there must be jurisdiction 
over the subject matter of the antitrust action. And here we come to the 
term “extraterritorial jurisdiction” as applied to the antitrust cases. United 
States courts, however, have disclaimed the exercise of any jurisdiction other 
than that over United States foreign commerce. This, it is true, has often 
included acts abroad substantially affecting United States commerce. There 
is necessarily concurrent jurisdiction by two nations of the trade between 
them and each may reach practices affecting such trade. The United States 
foreign trade antitrust cases have usually involved international cartel ar- 
rangements participated in by both American and foreign companies with 
acts and contracts taking place both within the United States and outside 
of its territorial boundaries. Many times only the United States participants 
have been before the court and remedial action has been confined to them. 
When in personam jurisdiction has been established over foreign companies, 
however, judgments have also included such foreign companies. 

The almost universally recognized jurisdiction of a state over its 
citizens 48 has not been used by United States courts to require United States 
companies to carry our laws with them abroad. On the contrary, only where 
there is a direct and substantial effect on United States foreign commerce 
have our courts asserted jurisdiction. And, jurisdiction is upheld on this 
basis as to activities of United States citizens and foreign nationals alike when 
the latter are before the court. 

The basis and test for exercising jurisdiction in antitrust cases was 
explained in an early case as follows: 


“As the contract directly and materially affects the foreign com- 
merce of this country by being put into effect here, it is immaterial 
where it was entered into or by what vessels it was to be, or has been, 
performed. Citizens of foreign countries are not free to restrain or 
monopolize the foreign commerce of this country by entering into 
combinations abroad nor by employing foreign vessels to effect their 
purpose. Such combinations are to be decided by the same standard as 
similar combinations entered into here by citizens of this country. The 
vital question in all cases is the same: Is the combination to so operate 
in this country as to directly and materially affect our foreign com- 
merce?” #4 


Judge Learned Hand in the Alcoa case considered it “settled law” that a 


42m re Grand Jury Subpoenas Duces Tecum Addressed to Canadian Int'l Paper 
Co., 72 F. Supp. 1013, 1020 (S.D.N.Y. 1947); In re Harris, 27 F. Supp. 480, 481 (S.D.N.Y. 
1939). 

48 See, e.g., Steele v. Bulova Watch Co., 344 U.S. 280, 285, 286, 73 Sup. Ct. 252, 255 
(1952). 

44 United States v. Hamburg-Amer. P.F.A. Gesellschaft, 200 Fed. 806, 807 (S.D.N.Y. 
1911), rev’d on ground of mootness, 239 U.S. 466, 36 Sup. Ct. 212 (1916). 
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state “may impose liabilities, even upon persons not within its allegiance, for 
conduct outside its borders that has consequences within its borders which 
the state reprehends.” * The Supreme Court in a 1917 case upheld juris- 
diction over a combination which was formed in a foreign country because 
it “affected the foreign commerce of this country and was put into operation 
here.” “® More recently, in Timken, the Court affirmed the lower court’s 
finding of the illegality of cartel arrangements, the lower court having held 
that the fact that the cartel arrangements were made abroad did not relieve 
the defendant of responsibility since “they had a direct and influencing effect 
on trade in tapered bearings between the United States and foreign coun- 
trea.” * 

The test then is that of a substantial effect upon United States foreign 
commerce. Typical cartel cases brought by the Government have involved 
agreements between major United States and foreign companies expressly 
restraining United States imports or exports. Of course, the courts have had 
no difficulty here in finding a substantial effect on United States commerce. 
And the courts have also taken into account potential imports and exports 
where, for example, major companies bound themselves not to import or 
export.*® Judge Wyzanski in United States v. Minnesota Mining & Mfg. 
Co.,* reasoned that if, over a sufficiently long period, profitable trade with a 
particular foreign country was impossible, there could be no restraint upon 
nonexistent trade. This view on potential trade may have been qualified, 
however, by the statement in the subsequent Timken majority opinion that 
“the provisions of the Sherman Act against restraints of foreign trade are 
based on the assumption, and reflect the policy, that export and import 
trade in commodities is both possible and desirable.” °° In any event, the 
“impossibility” test of Minnesota Mining is an extremely difficult one to 
meet. 

As has been noted, there are some foreign trade antitrust cases, like the 
Holophane case,®! which involve relatively small companies, although the 
defendant in that case was allegedly dominant in a narrow market. Again, 
the intent to restrain United States imports and exports in that case was 
clear and express. At the other end of the scale from those involving large 
combinations of American and/or foreign companies expressly agreeing not 
to compete is a case like Alfred Bell & Co. v. Catalda Fine Arts, Inc.,°? 


* 148 F.2d 416, 443 (2d Cir. 1945). See also RESTATEMENT, ForEIGN RELATIONS LAw 
OF THE Unitep States §§ 29, 30 (Tent. Draft No. 2, 1958). 

46 Thomsen v. Cayser, 243 U.S. 66, 37 Sup. Ct. 353 (1917). 

47 83 F. Supp. 284, 308 (N.D. Ohio 1949). 

48 United States v. General Dyestuff Corp., 57 F. Supp. 642 (S.D.N.Y. 1944). 

4°92 F. Supp. 947 (D. Mass. 1950). 

50 341 U.S. 593, 599, 71 Sup. Ct. 971, 975 (1951). 


51119 F. Supp. 114 (S.D. Ohio 1954). 
5274 F, Supp. 973 (S.D.N.Y. 1947), 86 F. Supp. 399 (S.D.N.Y. 1949), aff’d, 191 F.2d 
99 (2d. Cir 1951) 
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in which a British company agreed with other members of a British Guild 
to limit the number of mezzotint engravings produced. The court found 
that only one or two of the Guild’s 600 members resided in the United States 
and that there was no evidence the restriction was imposed with the United 
States in mind. Accordingly, the Second Circuit Court of Appeals thought 
that the restriction “only had an incidental, peripheral, reference to sales in 
the United States of America.” "8 

Sometimes acts or agreements abroad which would not in themselves 
affect United States commerce are parts of an over-all conspiracy affecting 
such commerce. For example, in the National Lead case,®* Judge Rifkind 
stated as to the argument that certain foreign arrangements did not affect 
United States commerce: 


“Unquestionably, if the gravamen of the complaint were to impeach 
the Aussig agreement as such, or the BTP-Laporte quota arrangement 
as such, the point would be well taken. But that is not the gist of the 
complaint. On the contrary, it has been alleged and proved that a con- 
spiracy was entered into, in the United States, to restrain and control 
the commerce of the world, including the foreign commerce of the 
United States,” 55 


Some antitrust judgments have contained provisions specifically limiting 
their coverage to United States commerce. For example, the IC] judgment 
expressly stipulated that the provisions of the judgment were intended “to 
relate exclusively to acts, agreements or understandings which concern the 
foreign or domestic commerce of the United States.” 5¢ 


Errecr or Foreign LAw 


It was held in the old American Banana Co. v. United Fruit Co. case ®* 
that the Sherman Act does not apply to acts in a foreign country directed 
by the foreign sovereign.5® Some modification of this doctrine was made in 
United States v. Sisal Sales Corp.,°® where the Court upheld a complaint 
alleging that as part of a conspiracy affecting United States foreign trade, 
the parties had obtained discriminatory legislation in a foreign country. 
Thus, if private parties use laws or regulations of a foreign government 


53 191 F.2d 99, at 106. 

5463 F. Supp. 513 (S.D.N.Y. 1945). 

55 Id. at 524. 

56 United States v. Imperial Chem. Industries, Ltd. 100 F. Supp. 504 (S.D.N.Y. 
1951), Opinion on Relief, 105 F. Supp. 215 (S.D.N.Y. 1952), Final Judgment entered July 
30, 1952, § IV(4). This provision was recently construed in an order June 18, 1958 as 
modifying another section of the judgment. See also United States v. General Elec. Co., 
Opinion on Relief, 115 F. Supp. 835, 876 (D.N.J. 1953). 


57213 US. 347, 29 Sup. Cr. 511 (1909). 
58 Id. at 357, 29 Sup. Ct. at 513. 
59 274 US. 268, 47 Sup. Ct. 592 (1927). 
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to implement or perpetuate a conspiracy to restrain or monopolize United 
States trade, such laws and regulations will not constitute a good defense 
to prosecution. In the recent case of United States v. Chemical Specialities 
Co., the Government charged the defendants, as part of the combination 
and conspiracy attacked, with preventing other manufacturers of synthetic 
steroid hormones from obtaining a source of supply of the barbasco root 
(found almost entirely in Mexico) necessary for the manufacture of such 
hormones and with “procuring governmental regulations and orders” [in 
Mexico] to prevent other manufacturers from obtaining supplies of barbasco 
root.®! It is noteworthy that in the consent judgment entered November 
5, 1958, defendants are enjoined from “procuring or attempting to procure 
regulations, orders or actions from any government or agency thereof which 
prevent any person from obtaining or exporting supplies of barbasco root, 
intermediates or hormones.” ® 

The Supreme Court in Steele v. Bulova Watch Co.,® in 1952 construed 
Banana as holding that a violation of American antitrust laws could not be 
grounded on a foreign sovereign’s acts.** While this general rule is clear, the 
cases have not yet specified what the degree of compulsion by a foreign 
government must be in order for acts of private parties abroad to be con- 
sidered those of a foreign sovereign. The foreign government influence over 
the acts of private parties might be an absolute requirement, a request, or 
express or tacit approval. In Banana, the acts in question were actually those 
of Costa Rican officials and soldiers in taking plaintiff’s land, which acts 
plaintiff alleged were instigated by defendant. 

Some light may be shed on this question by antitrust judgments. In 
the ICI case there was an exception for acts of the foreign defendant, ICI, 
“taken in compliance with any law of ... any foreign government or instru- 
mentality thereof, to which ICI is at the time being subject, and concerning 
matters over which, under the laws of the United States, such foreign 
government has jurisdiction.” ® In the Incandescent Lamp case, the foreign 
defendant Philips (the American defendants were not included) was not to 
be held in contempt for doing anything required or not doing anything 
unlawful under the laws of a country of incorporation of Philips or its 
subsidiaries.** In the 1957 consent judgment in United States v. American 


6 1958 Trade Cas. | 69186 (Civ. 126-225 (S.D.N.Y.), Complaint filed November 1, 
1957, Final Judgment entered November 8, 1958). 

6 [bid. (Complaint, par. 21 (iii)). 

62 Tbid. (Final Judgment, § IV(E)). 

68 344 US. 280, 73 Sup. Cr. 252 (1952). 

% Jd. at 288, 73 Sup. Ct. at 256. 

®5 United States v. Imperial Chem. Industries, Ltd., 100 F. Supp. 215 (S.D.N.Y. 
1952), Final Judgment entered July 30, 1952, § IV(3). 

6 United States v. General Elec. Co., Opinion on Relief, 115 F. Supp. 835, 878 
(D.N.J. 1953) (Final Judgment, § XI). 
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Smelting & Refining Co.,®" it is provided that certain injunctions “shall not 
apply to any act in a foreign country which defendant ASR [a domestic 
company] can show was officially required of defendant ASR by the gov- 
ernment thereof.” ® 

The Bulova case ® is pertinent as to the question of foreign law in con- 
nection with antitrust decrees which restrict defendants in the use of foreign 
patents and trademarks. The complaint prayed for an injunction against use 
of the “Bulova” mark, and damages for trademark infringement and unfair 
competition carried on by a United States citizen in Mexico alleged to affect 
United States commerce (e.g., watches bearing the “Bulova” mark were 
carried into the United States). The “Bulova” trademark had been registered 
in Mexico by the alleged infringer and at the time the case was before the 
Fifth Circuit Court of Appeals, the mark had not been invalidated. That 
court enjoined the use in Mexico and found no justification for the infringe- 
ment in the foreign registration saying that “the Republic of Mexico was 
not interested in his exercise of the privilege purposedly granted.” 7° 

By the time the case had reached the Supreme Court the Mexican 
registration had been invalidated and the Supreme Court was not faced 
with the question of any possible conflict with foreign law. The Court 
stated, however, that: 


“[U]nlike that Banana case, whatever rights Mexico once conferred 
on petitioner its courts now have decided to take away. 

“Where, as here, there can be no interference with the sovereignty 
of another nation, the District Court in exercising its equity powers may 
command persons properly before it to cease or perform acts outside 
its territorial jurisdiction.” ™ 


The Supreme Court refused certiorari in the subsequent Ramirez case," 
also involving trademark infringement in Mexico where the Mexican trade- 
mark was assumed to be valid. Accordingly, the rule would appear to be 
the same whether the foreign mark is valid or invalid under the laws of the 
country granting the registration. 

The question of foreign law has also been raised in antitrust suits in 
connection with asserted prohibitions of foreign law against the production 
of documents under the order of a United States court. In the Oil Cartel 


87 1957 Trade Cas. 4 68836 (Civ. 88-249 (S.D.N.Y.), Final Judgment entered Oc- 
tober 11, 1957.) 


88 Jbid. (Final Judgment, § VI). (Emphasis added.) 
89 344 US. 280, 73 Sup. Ct. 252 (1952). 

70 194 F.2d 567 (5th Cir. 1952). 

7 Supra note 69, at 288-89, 73 Sup. Ct. at 257. 


72 Ramirez & Feraud Chili Co. v. Las Palmas Food Co., 146 F. Supp. 594, (S.D. 
Calif. 1956), aff'd per curiam, 245 F.2d 874 (9th Cir. 1957), cert. denied, 355 US. 927, 78 
Sup. Cr. 384 (1958). 
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grand jury investigation, Judge Kirkland in the District of Columbia ruled 
against this defense, saying that: “Calling for the disclosure of documents 
is a procedural matter and it has long been the rule that the ‘lex fori’ governs 
the law of procedure.” A similar decision was made by Judge Walsh in 
the Southern District of New York in United States v. Watchmakers of 
Switzerland ™ concerning a refusal to answer interrogatories on the basis 
of foreign law, saying (as to the power of the forum court to issue pro- 
cedural orders to Swiss companies before it), “We can’t be expected to 
yield to laws of all the various countries of the world, and we would not 
expect them to yield to ours.” 

Judge Cashin in a recent opinion in the same district, United States v. 
Standard Oil Co. (N.J.)7 (the civil antitrust case instituted after dismissal 
of the Oil Cartel grand jury), handled the problem of possible prohibitions 
of foreign law which might interfere with discovery as follows: 


“(Defendants must make a good faith attempt to obtain the 
requisite information. If the good faith attempt meets with failure and 
the Government contests defendant’s statement that it has, in fact, made 
a good faith attempt, a hearing on that issue will be scheduled at the re- 
quest of either the Government or the affected defendant as soon as 
possible. Based upon the determination made as a result of the hearings, 
the supplying of the information will be dispensed with, further efforts 
at the obtaining of the information will be directed, or appropriate 
disciplinary measures will be taken under Rule 37(a), (b) or (d).” 7 


Judge Cashin indicated that he had adapted this procedure from Societe 
Internationale v. Rogers (1.G. Chemie), ruled on by the Supreme Court 
in 1958.78 That case involved an order of the District of Columbia court 
for the production of documents in Switzerland by plaintiff, a foreign 
claimant under the Trading With the Enemy Act, contained in the files of 
a controlled (as found by the lower court) Swiss subsidiary. The documents 
had been confiscated by the Swiss Federal Attorney under Swiss law and 
plaintiff after a good faith effort, as found by a master, to obtain release of 
the documents was unable to do so. The district court dismissed the com- 
plaint and the court of appeals affirmed. The Supreme Court remanded the 
case, holding that on the present record the sanction of dismissal was too 
severe. However, the Court indicated that even though plaintiff was unable 
to produce after a good faith attempt because of foreign law, the district 


18 In re Investigation of World Arrangements, 13 F.R.D. 280, 286 (D.D.C. 1952). 
™ 133 F. Supp. 40, motions for reargument denied, 134 F. Supp. 710 (S.D.N.Y, 1955) 
(unreported decision of Judge Walsh, February 19, 1957). 
15 Tbid. 
7 1958 Trade Cas. ¢ 69206 (Opinion of Judge Cashin dated December 2, 1958). 
1 [bid. 
78 357 U.S. 197, 78 Sup. Ct. 1087 (1958). 
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court had wide discretion in dealing with the situation; for example, it 
- could draw inferences unfavorable to the non-complying party as to par- 
ticular events.”® 
One interesting aspect of the Societe Internationale case was the argu- 
ment that the interdictions of foreign law against removal of the documents 
barred a conclusion that plaintiff had “control” of the documents under 
Rule 34 of the Federal Rules of Civil Procedure. As to this contention, the 
Supreme Court stated that: 


“{T]o hold broadly that petitioner’s failure to produce the Stur- 
zenegger records because of fear of punishment under the laws of its 
sovereign precludes a court from finding that petitioner had ‘control’ 
over them, and thereby from ordering their production, would under- 
mine congressional policies made explicit in the 1941 amendments, and 
invite efforts to place ownership of American assets in persons or firms 
whose sovereign assures secrecy of records.” ® 


While the Supreme Court limited its opinion on this question to the Trading 
with the Enemy Act, the public policy behind the Sherman Act would 
appear to be at least as strong and this holding equally applicable. 

The question of foreign law has also been argued with respect to anti- 
trust judgments requiring defendants to do affirmative acts in foreign coun- 
tries. The district court in Holophane *! ordered the American defendant 
to use reasonable efforts to promote the sale and distribution of its products 
in foreign countries where it had agreed not to market. The British party 
to the contract was not before the court and the question was raised in the 
Supreme Court argument as to a possible suit in England against American 
Holophane for breach of the contract. In a discussion as to the legality of 
the agreement under British law, the Government’s position was that this 
was speculative in the absence of proof of British law. The Supreme Court 
upheld the contested provision in a four-to-four decision.*? The Attorney 
General’s National Antitrust Committee recommended that in case of a 
foreign suit in such a situation the State Department and other United 
States agencies should endeavor to protect the United States party.® 

In British Nylon Spinners, Ltd. v. Imperial Chem. Industries, Inc.,™ 
the British courts refused to enforce an order of an American court that 
defendant ICI, a British company, reassign certain British patents to de- 
fendant, du Pont. The basis of the British trial court’s decision on the merits, 
however, was that, contrary to the finding of the American court, the rights 


79 Id. at 213, 78 Sup. Ct. at 1096. 

80 Td, at 205, 78 Sup. Ct. at 1092. 
81119 F. Supp. 114 (S.D. Ohio 1954). 
82 352 U.S. 903, 77 Sup. Cr. 144 (1956) (per curiam). 
83 Arr’y Gen. Nat’, Como. Rep. 76 (1955). 

% [1952] 2 All E.R. 780; [1954] 3 All E.R. 88, 
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of an innocent third party, another British company, were adversely affected 
by the order.*® Moreover, the American court had stated that its order was 
dependent upon the recognition which a British court would give to it, and 
the judgment containing the order expressly excepted noncompliance be- 
cause of foreign law.% 

It is of interest that the Restatement of the Conflict of Laws previously 
stated the proposition that: 


“A state can exercise jurisdiction through its courts to make a de- 
cree directing a party subject to the jurisdiction of the court to do an 
act in another state, provided such act is not contrary to the law of the 
state in which it is to be performed.” ®” 


This section has now been tentatively redrafted by the revisers to omit the 
proviso and to read as follows: 


“A state can order a person, who is subject to its judicial juris- 
diction, to do an act in another state.” 88 


The Reporter’s note states that the change was made because “what au- 
thority there is, suggests that a court has the power to grant such an order,” 
citing Societe Internationale (prior to the last Supreme Court opinion), 
ICI, and Holophane.*® The subsequent Societe Internationale opinion 
by the Supreme Court is also authority for the rule, although the Court, 
saying there were serious constitutional questions, held that Rule 37 of the 
Federal Rules should not be construed to authorize dismissal of the complaint 
in that particular case for inability to comply with a production order be- 
cause of foreign law.® 


CoNCLUSION 


A company, domestic or foreign, engaged in the foreign trade of the 
United States must necessarily take account of the United States antitrust 
laws. The Sherman Act, the basic statute of 1890, and subsequent antitrust 
statutes forbid restraints upon, or the monopolization of, United States 
foreign as well as interstate commerce. While the rules with respect to 
foreign commerce have not been as well defined by the courts nor as well 
understood by business interests as those applying to interstate commerce, 


85 [1954] 3 All ER. 88. 

86 United States v. Imperial Chem. Industries, 105 F. Supp. 215, 231 (S.D.N.Y. 
1952), Final Judgment entered July 30, 1952, § IV(3). 

87 RESTATEMENT, ConFLict oF Laws § 94 (1934). 

88 RESTATEMENT (SECOND), CoNnFLict oF Laws § 94 (Tent. Draft No. 4, 1957). 

89 Jd. at 8, 9. See also RESTATEMENT, ForEIGN RELATIONS LAW OF THE UNITED STATES, 
§§ 29, 30 (Tent. Draft No. 2, 1958). 

99 357 US. 197, 212, 78 Sup. Ct. 1087, 1096 (1958). The Court did not consider 
certain British prize cases referred to in the RESTATEMENT (SECOND), ConFLict or Laws, 
Op. cit. supra note 88, as persuasive authority on the issue before it. 
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it is the undoubted policy of our Government to enforce strongly these 
laws in the foreign field. 

It is submitted that the application of free enterprise principles to our 
foreign trade is of great benefit to all of those engaged in such trade, in 
freeing it of artificial barriers and restraints. The problems of jurisdiction 
and foreign law which abound in this area of antitrust enforcement suggest 
that further efforts should be made for international agreement on restric- 
tive business practices,®4 


1 See Report of Ad Hoc Committee on Restrictive Business Practices, U.N. Eco- 
NOMIC AND SoctaL Councit Orr. Rec. 16th Sess., Supp. No. 11 (1953); id. Supp. Nos. 
11A and 11B (1953); E/Res (XIX)/14, noted in 32 Dep’r Strate Butt. 976 n.3 (1955). 
See also address by Loftus Becker before the Antitrust Law Section, New York State 
Bar Ass’n, Jan. 29, 1959, The Antitrust Law and Relations With Foreign Nations, re- 
printed in 40 Dep’r State Butt. 272 (1959). 











Anticipating the inevitable . . . 


“Disputes, though based on real issues, should not be allowed 
to drag on. Unsettled disputes not only reflect on the standing 
of individual parties, but also on the business community of 
the country concerned. This disturbing factor should there- 
fore be eliminated by fair and speedy adjustment procedures.” 


THE SETTLEMENT OF DISPUTES 
IN INTERNATIONAL TRADE 


BY MARTIN DOMKE * 


INTERNATIONAL TRADE IS FACED with a number of impediments 
and barriers that cannot easily be removed. These barriers include restric- 
tions on imports and exports, licensing devices, discriminatory taxation, 
non-convertibility of currencies, and many forms of “taking of property.” 
This burden should not be further increased by a failure to settle trade dis- 
putes. Control of controversy has become an important goal in these times, 
especially in view of growing government participation in international 
trade transactions, and particularly in view of an intense competition which 
does not allow for waste of effort, time, or money. 

Disputes between traders are inevitable. Each contract carries the latent 
germ of a controversy concerning its interpretation and performance. How- 
ever, these disputes, though based on real issues, should not be allowed to 
drag on. Unsettled disputes not only reflect on the standing of individual 
parties, but also on the business community of the country concerned. This 
disturbing factor should therefore be eliminated by fair and speedy adjust- 
ment procedures, 

Costly as commercial controversy appears to be in the domestic field, 
it is far more serious in foreign trade. Legal action in courts of other 
countries is an expensive method of arriving at commercial understanding. 
Foreign language difficulties and variations in laws and habits contribute to 
uncertainty and delay in such proceedings. As a result, a bad business atmos- 


* MARTIN DOMKE. International Vice President, American Arbitration 
Association; Editor-in-Chief, Arbitration Journal. 
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phere has often arisen, underscoring the need for recognition of another 
method of settling disputes in foreign trade—commercial arbitration. 

Arbitration is based on a voluntary agreement of the parties to entrust 
the determination of their controversy to an impartial third person or body, 
to wit, the arbitrator. Such agreement is based on the feeling that one may 
not always be right or, rephrased in terms of attitude, that one is willing 
to become a good loser. This is one of the psychological reasons why 
arbitration aids in the preservation of business relations between the con- 
testants and thereby avoids the rupture of trade contacts, so often associ- 
ated with proceedings in open court. 

The major types of trade disputes covered by international commercial 
arbitration ! include failure to ship or deliver; claims that the merchandise 
was not received, or delays in delivery; failure to pay for goods; claims 
that the merchandise was not in accordance with specifications, was of 
alleged inferior quality, or that there were shortages; refusal to accept; 
changes in terms of contract; claim of agent or representative against prin- 
cipal, and vice versa; interpretation of shipping terms; damage of merchan- 
dise in transit; disputes arising from unfamiliarity with terms or standards; 
misrepresentations or misunderstandings of fact; disputes resulting from 
import and export regulations and foreign exchange regulations; and con- 
troversies arising as a result of changes in market prices. 


THE ARBITRATION AGREEMENT 


The agreement for arbitration is usually made in the original contract. 
That is when parties are most willing to agree on the settlement by arbitra- 
tion of disputes arising in the future. Insertion of a proper arbitration 
clause relieves the parties of many difficulties which may later prevent the 
speedy and fair settlement of a controversy.” 

The arbitration clause may be a fairly broad one, providing for settle- 
ment by arbitration of “any controversy or claim arising out of, or relating 
to this contract, or any breach thereof,” or it may be a more restrictive 
clause referring only to controversies over timeliness of delivery, breach of 
warranty, or similar incidents of sales contracts. Another restriction may 
provide that claims have to be asserted within a specific time limit. More- 


1 Foreign CoMMERcE Dep’t, CHAMBER OF COMMERCE OF THE UNITED STATES, THE 
INTERNATIONAL TRADER AND INTERNATIONAL COMMERCIAL ARBITRATION 9 (1950). 

2 A submission of an existing controversy to arbitration, less frequent, may read as 
follows: “We, the undersigned parties, hereby agree to submit to arbitration by three 
arbitrators under the Rules of . . . the following controversy: [describe dispute briefly 
and state amount involved]. We further agree that we will faithfully observe the agree- 
ment and the Rules and that we will abide by and perform any award and that a judg- 
ment of any court having jurisdiction may be entered upon the award.” 

3 However, New York court decisions maintain the authority of the arbitrator to 
consider all the circumstances of the case, rather than to enforce strictly such time 
limit. Tuttman v. Kattan, Talamas Export Corp., 274 App. Div. 395, 83 N.Y.S.2d 651 
(1948); Raphael v. Silberberg, 274 App. Div. 625, 86 N.Y.S.2d 421 (1949). 
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over, an arbitration clause must be properly worded to make it legally 
binding upon both parties. Clauses which sometimes appear in form con- 
tracts from countries overseas, such as “arbitration as usual,” or even just 
“settlement of disputes by arbitration,” do not serve any valid purpose 
inasmuch as they are legally insufficient and therefore obviously fail to 
give protection against a recalcitrant party. 

In drafting an arbitration clause, a further consideration should be kept 
in mind, namely, that it be as effective as possible under the laws of the 
various countries which may be applicable to the interpretation and per- 
formance of a foreign trade contract. In other words, a general agreement 
to arbitrate should not provide for arbitration in an informal way whereby 
each party appoints his own arbitrator and the two arbitrators appoint a 
third one to act as umpire. Such a loosely drawn clause is often unsatisfactory 
when one party is unwilling to abide by its obligation to designate an 
arbitrator and court action, with all its delays and uncertainties, if available 
at all, will be necessary for the appointment of an arbitrator or umpire. It 
is for the very purpose of making arbitration possible, against the delaying 
tactics of an unwilling party, that contracts in foreign trade refer to arbitra- 
tion under the auspices of recognized agencies which administer arbitration 
proceedings. The rules of procedure of such recognized agencies provide 
for initiating arbitrations, appointment of impartial arbitrators from estab- 
lished panels, filling of arbitrator vacancies, and timely rendering of an 
award which complies with the mandatory provisions of applicable arbitra- 
tion statutes. In this way, the reference to rules of procedure creates the 
basis for all decisions of the agency administering arbitration and also for 
the arbitrator’s rulings on all matters which the parties chose not to deal 
with specifically in another way. 

Another important factor in choosing the rules of arbitration agencies 
by reference in the clause is that uncertainty often prevails at the time the 
contract is made as to where the arbitration should be held. An agreement 
on the place at that time is sometimes not possible, for it depends on the 
kind of controversy which may later arise, e.g., the interpretation of a 
contractual provision is an instance other than deficiencies of merchandise, 
which may properly be dealt with only at the place where the goods and 
witnesses are available. Rules of the principal agencies administering inter- 
national trade arbitration procedures, such as the American Arbitration 
Association, the Inter-American Commercial Arbitration Commission, or the 
International Chamber of Commerce, provide for the agency’s designation 
of a locale when the parties have not agreed on such place, either in their 


4 Mezger, The Arbitrator and Private International Law, in INTERNATIONAL TRADE 
ARBITRATION: A Roap To WoriLp-Wine CooperaTION 229 (Domke ed. 1958). 

5Note, The Use of Tripartite Boards in Labor, Commercial and International 
Arbitration, 68 Harv. L. Rev. 293, 314 (1954). 
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contract or when the controversy arose. The authorization of the agency 
is to be found in the reference in the arbitration clause to its rules, which 
thus become part of the contractual agreement of the parties.® 


ARBITRATION AGENCIES 


What are the agencies to which reference may be made in an arbitra- 
tion clause providing for the settlement of future disputes? In the United 
States the systematic organization of international commercial arbitration 
began in the chambers of commerce.” Its pioneer was the Chamber of Com- 
merce of the State of New York, which appointed its first arbitration com- 
mittee on May 3, 1768. Among its early arbitrations were many involving 
international trade. From 1779 to 1783, the Chamber’s arbitration com- 
mittee, functioning by request of the British commander, was the only 
body in a position to administer justice to the satisfaction of both the 
citizens of New York and the British authorities. On April 20, 1784, at the 
Chamber’s first meeting under the charter of the New York State legislature, 
an arbitration committee was appointed.* “The merchants remembered how 
well the system had worked during the war and were determined to keep it 
as one of the principal benefits to be derived from the Chamber.” ® The 
Chamber, which had always favored legislation to make arbitration pro- 
ceedings more effective, in 1911 modernized its procedure for the arbitration 
of commercial disputes and adopted modern and flexible arbitration rules. 
Chambers of commerce in other states soon followed the example set by the 
New York Chamber. Trade associations whose members were engaged in 
foreign trade established facilities and rules of procedure. Importing and 
exporting organizations provided for arbitration, as did many of the com- 
modity exchanges.!° However, this trend was neither uniform nor syste- 
matic. Some of these facilities were limited to members, while others in- 
cluded non-members; some industrial groups were fairly well provided with 
facilities, while other equally essential industries had none. Where efforts 
were made to arbitrate future disputes under standard contract forms or 
under uniform arbitration clauses, parties had to rely solely on their own 
good faith or on trade discipline. 


®6Samincorp South American Minerals & Merchandise Corp. v. Lewis, 149 N.E.2d 
385 (Sup. Jud. Ct. Mass. 1958). 

TJones, An Inquiry into the History of the Adjudication of Mercantile Disputes in 
Great Britain and the United States, 25 U. Cut. L. Rev. 445 (1958). 

8 Jones, Three Centuries of Commercial Arbitration in New York: A Brief Survey, 
1956 Wasu. U.L.Q. 193. 

® COMMITTEE ON ARBITRATION, CHAMBER OF COMMERCE OF THE STATE OF New York, 
Annuav Report 3 (1943). 

10For a survey of the arbitration development of more than three hundred trade 
and commercial organizations, see YEARBOOK ON COMMERCIAL ARBITRATION IN THE UNITED 
States (1927). 











406 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


ARBITRATION STATUTES 


When the First World War ended, no state of the United States had 
a modern arbitration law which gave the parties to an arbitration agreement 
security and certainty in their proceedings. The variety of old statutory 
provisions enacted during the nineteenth century and the existence of com- 
mon-law arbitration prevented the development of a uniform practice of 
commercial arbitration, especially in its international trade aspects. This 
situation changed when the first modern arbitration statute was enacted in 
New York in 1920.1! It made an agreement to arbitrate a future, as well 
as an existing controversy, irrevocable and specifically enforceable. In 
1925, the United States Arbitration Act was passed, providing for the en- 
forcement of arbitration agreements and of awards through federal courts, 
especially in disputes involving foreign trade and maritime transactions.!” 
Consideration should now be given to the amendment of the Federal Arbitra- 
tion Act, especially in view of the increasing importance it will play, par- 
ticularly in the enforcement of foreign arbitral awards.1® 

Seventeen states of the Union have since enacted modern arbitration 
statutes.14 The most recent ones (Florida and Minnesota) followed the 
“Act Relating to Arbitration and To Make Uniform the Law with Refer- 
ence Thereto,” as adopted in 1955 by the Conference of the Commissioners 
on Uniform State Laws and approved by the American Bar Association.!® 
Illinois, whose arbitration statute of 19171 does not provide for the en- 
forcement of agreements to arbitrate future disputes, may become willing 
to follow the pattern of the Uniform Arbitration Act and thus adapt its 
statute to the needs of modern business, both on the domestic and inter- 
national level.17 It is essential that the following basic modern standards 
be embodied in any statutory amendment: specific enforcement of future 
dispute clauses; stay of court proceedings initiated in contravention of an 
arbitral agreement; appointment of arbitrators and fillmg of vacancies on 
behalf of a defaulting party; and restriction of court action on awards to 
ascertaining the proper conduct of arbitrators, but precluding review of 


11.N. Y. Sess. Laws 1920, c. 275, several times amended, now N. Y. Crvit Prac. Act 
art. 84, §§ 1448-69. 

1229 U.S.C. §§ 1-14 (1952). 

18 See Czyzak and Sullivan, American Arbitration Law and the U.N. Convention, 
13 Ars. J. (n.s.) 197 (1958). 

14New York (1920), New Jersey (1923), Massachusetts (1925), Oregon (1925), 
California (1927), Louisiana (1928), Pennsylvania (1928), Arizona (1929), Connecticut 
(1929), New Hampshire (1929), Rhode Island (1929), Ohio (1931), Wisconsin (1931), 
Michigan (1941), Washington (1943), Florida (1957), and Minnesota (1957). 

15 Pirsig, Some Comments on Arbitration Legislation and the Uniform Act, 10 
Vanp. L. REv. 685 (1957). 

16 Int, Rev. Stat. c. 10, $$ 1-18 (1957). 
17 Note, A Uniform Arbitration Act for Illinois?, 1955 U. Itt. L.F. 297. 
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the merits of their decision. The latter point has been asserted under the 
prevailing Illinois law, for the supreme court said, more than thirty years 
ago, in White Star Mining Co. v. Hultberg,!® “If an award is in conformity 
with the general submission and no fraud or mistake appears on the face of 
the award, it will not be interfered with or set aside by the court for errors, 
either of law or fact, committed by the arbitrator.” 


THe AMERICAN ARBITRATION ASSOCIATION 


The adoption since 1920 of modern arbitration laws in various states 
of the Union would not alone have been sufficient impetus to the develop- 
ment of domestic commercial arbitration and its use in foreign trade, had 
the American Arbitration Association not established a national system to 
effect the prompt settlement of commercial controversies. The Associa- 
tion, organized in 1926,!® provides facilities for arbitration in all sections 
of the United States, particularly along the seaboards, on the Great Lakes, 
and in the South, where controversies concerning imports and exports are 
most likely to arise.2° It established and maintains national and international 
panels of arbitrators, representing all phases of trade and commerce so as 
to provide skilled technicians and experts for any type of commercial 
problem.?! These panels now include more than thirteen thousand arbitra- 
tors and are readily available at points of controversy. The Association 
further operates under uniform rules of procedure and renders administra- 
tive services. 

Parties to an international commercial controversy, irrespective of 
citizenship or residence, desiring to arbitrate in the United States, may do 
so under the Rules of the Amercan Arbitration Association; they may alter 
these Rules so as to make them applicable to any special circumstances that 
require such adaptation either because of a specific arbitration provision in 
their contract, or through the submission of an existing dispute. Among 
agencies administering international commercial arbitration, are the New 
York Produce Exchange,?? the Association of Food Distributors,?* and the 


18 220 Ill. 578, 601, 77 N.E. 327, 335 (1906). 

19 Kettor, AMERICAN ARBITRATION, ITs History, FUNCTIONS AND ACHIEVEMENTS 15 
(1948). 

20The headquarters are in New York and there are regional offices in Atlanta, 
Boston, Charlotte, Chicago, Cincinnati, Cleveland, Dallas, Detroit, Hartford, Los Angeles, 
Philadelphia, and Pittsburgh. 

21 Note, Predictability of Result in Commercial Arbitration, 61 Harv. L. Rev. 1022, 
1028 (1948): “Because of their expert knowledge of trade practices, arbitrators are 
regarded as more competent finders of fact than jurors, and the general business atmos- 
phere in which the transaction occurred aids the arbitrator in his decision.” 

22See Jones, An Inquiry into the History of the Adjudication of Mercantile Dis- 
putes in Great Britain and the United States, 25 U. Cu. L. Rev. 445, 462 n.97 (1958). 

*3 Schoonmaker, International Arbitration and the Association of Food Distributors, 
in INTERNATIONAL TRADE ARBITRATION: A Roap to Wortp-Wine Cooperation 259 
(Domke ed. 1958). 
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American Spice Trade Association.*4 

The international arbitration facilities which the American Arbitration 
Association maintains in the United States have also been used by purchasing 
commissions and other agencies of foreign governments who recognized 
that affording a convenient forum for their counterparts would enhance 
and facilitate opportunities to transact business.?5 

In order to assure Americans and foreign parties of an equally fair and 
expeditious settlement of disputes, the American Arbitration Association has 
encouraged reciprocal arrangements with organizations in other countries 
that maintain arbitral facilities. Under these arrangements the Association’s 
facilities are available when the arbitration is to be held in the United States, 
and the facilities of the co-operating organization become available whenever 
the parties decide to hold the proceedings there. These respective national 
facilities were combined by the use of a Joint Clause and further by providing 
for a special committee whose function it is to determine the country where 
the arbitration would be held, in case the parties did not agree on such 
place. These arrangements have been concluded, among others, with the 
International Chamber of Commerce, the London Court of Arbitration, the 
Japan Commercial Arbitration Association, the Indian Federation of Cham- 
bers of Commerce and Industry, and the Pakistan Federation of Chambers 
of Commerce and Industry.” 


24Tts standard arbitration clause in form contracts reads: “All questions, contro- 
versies and claims arising under this Contract, and any controversies between a party 
hereto and the broker or agent relating to the payment of brokerage or commission 
hereunder, shall be submitted to and settled by Arbitration in New York, N.Y. under 
the Rules of the American Spice Trade Association printed on the reverse side hereof.” 

25 F.g.. American Rail and Steel Co. v. India Supply Mission, 308 N.Y. 577, 127 
N.E.2d 562 (1955), Note, 13 Ars. J. (n.s.) 33 (1958); Government of the Argentine 
Republic v. Gaylen Machinery Corp., 10 Misc. 2d 215, 169 N.Y.S.2d 978 (1957). 

26 The Agreement of January 13, 1959, reads as follows: 

“The Federation of Chambers of Commerce & Industries, Pakistan and the Ameri- 
can Arbitration Association are agreed henceforth to recommend to firms engaged in 
trade between Pakistan and the United States of America to insert the following arbitra- 
tion clause in their contracts: 

‘Any dispute or claim arising out of or in relation to or in connection with this 
contract, or for the breach thereof, shall be finally settled by arbitration pursuant to 
the Pakistan-American Trade Arbitration Agreement, of January 13, 1959 by which 
each party hereto is bound.’ 

The terms of the agreement referred to in this clause are as follows: 

1. If the arbitration is to be held in Pakistan, the dispute shall be submitted to the 
Arbitration Tribunal of the Federation of Chambers of Commerce and Industries, 
Pakistan and the arbitration shall be conducted in accordance with the rules of that 
Tribunal. If the arbitration is to be held in the United States of America, the dispute 
shall be submitted to the American Arbitration Association, and the arbitration shall 
be conducted in accordance with the rules of the Association. 

2. In the event that the parties have not designated the place of arbitration or are 
unable to agree thereon within 30 days after the demand for arbitration has been made, 
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UNIFoRM RULEs IN INTERNATIONAL ARBITRATION 


Adoption of uniform rules of arbitration procedure is necessary for the 
development of international commercial arbitration. In this regard, the 
increased participation of lawyers in commercial arbitration, as representa- 
tives of parties and also as arbitrators,” lends strength to the attempts to 
standardize the arbitration rules of the leading commercial agencies ad- 
ministering arbitration in the various countries. There may be occasions 
when parties cannot know where it might be most convenient to arbitrate. 
In that event, the locale of arbitration may be left open for later determina- 
tion. An International Trade Arbitration Clause has been recommended 8 
which leaves the choice of the foreign arbitral body to determination by an 
American agency and thus serves the adaptability of the proceedings to the 
specific American business interests. 

In the Western Hemisphere, further arbitration facilities are available 
to American businessmen engaged in foreign trade. The Canadian-American 
Commercial Arbitration Commission, created in 1943 by an agreement be- 
tween the American Arbitration Association and the Canadian Chamber 
of Commerce in Montreal, provides for arbitration under rules of pro- 
cedure similar to those of the American Arbitration Association.” The 


the place of arbitration shall be determined by a Joint Arbitration Committee of three 
members, one to be appointed by the Arbitration Sub-Committee of the Federation, 
another by the American Arbitration Association and the third of a nationality other 
than that of any one of the parties to act as Chairman to be chosen by the other two 
members. In deciding the place of arbitration, the Joint Arbitration Committee shall 
consider among others the principle that, if only the quality and/or quantity of the 
goods is in dispute and/or inspection of the goods is necessary, the arbitration of such 
case shall take place at the place where the merchandise is located. The party de- 
manding arbitration according as he is resident in Pakistan or the United States of 
America shall give notice to the Arbitration Tribunal of the Federation or the American 
Arbitration Association, as the case may be. The Arbitration Tribunal of the Federa- 
tion or the American Arbitration Association as the case may be, shall request both 
the parties to submit their arguments and reasons within 30 days for preference re- 
garding the place of arbitration. The determination of the place by the Joint Arbitra- 
tion Committee shall be final and binding. 


3. The Federation of Chambers of Commerce and Industries, Pakistan and the 
American Arbitration Association each agrees to establish and maintain such Interna- 
tional Panels of Arbitrators as may be necessary to carry out the purpose of this 
agreement, viz, to co-operate in promoting the use of mutual facilities for commercial 
arbitration between two countries and to advise each other of the personnel of these 
panels.” 

27 COMMITTEE ON ARBITRATION, ASS’N OF THE BAR OF THE City or New York, AN 
OUTLINE OF ARBITRATION PROCEDURE 7 (1956). 

28“Any controversy or claim arising out of or relating to this contract, or the 
breach thereof, shall be settled by arbitration in accordance with the Rules of the 
American Arbitration Association or such other Rules as it may designate. This agree- 
ment shall be enforceable and judgment upon any award rendered by the arbitrator (s) 
may be entered in any court having jurisdiction thereof.” 

29 CANADIAN-AMERICAN COMMERCIAL ARBITRATION FACILITIES, RULES OF PROCEDURE 
(1952). 
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Inter-American Commercial Arbitration Commission, established under a 
resolution of the Seventh International Conference of American States in 
Montevideo in 1933, provides for arbitration in each of the American Re- 
publics where it maintains facilities through National Committees under 
arbitration rules following the pattern of the American Arbitration Associa- 
tion.®° In this area, too, the enactment of modern arbitration laws providing 
for the enforcement of future arbitration clauses is necessary for an ex- 
tension of foreign trade arbitration. An Uniform Law on Inter-American 
Commercial Arbitration, prepared by the Inter-American Judicial Com- 
mittee, was approved by the Inter-American Council of Jurists at its Third 
Meeting in Mexico City, on February 1, 1956.8 It recommended the adop- 
tion of the draft uniform law by the legislative bodies of the American 
Republics, a recommendation likewise resolved by the Inter-American Bar 
Association Conference at Dallas, on April 27, 1956.8? 


ROLE or Courts AND Errect or MunicrpaL LAw 


Emphasis has been put on institutional arbitration, namely, that ad- 
ministered by an agency which provides in its rules for an impartial pro- 
cedure and, at the same time, sees to it that the awards rendered by the 
arbitrators comply with mandatory requirements of statutory law and are 
not open to challenge. Thus, the function of the courts will be restricted 
and will not unduly interfere with the process of voluntary arbitration 
agreed upon by the parties. Having chosen that forum of private arbitra- 
tors for the determination of their disputes, parties should be bound to abide 
by their choice. As stated by the Supreme Court of Illinois in Cocalis v. 
Nazlides,3= “Inasmuch as the arbitration of controversies avoids the formal- 
ities, delay and expense of litigation in court, the courts, speaking from an 
economic standpoint, have approved and recommended that method of 
settlement.” 


Similarly, it was said in S. A. Wenger & Co. v. Propper Silk Hosiery 
Mills:34 


“By the terms of the contract disputes whether of law or fact are 
arbitrable. Traders may prefer the decision of the arbitral tribunal 
to that of the courts on such questions. When they have selected their 
tribunal, the court ought not to interfere with them unless very sub- 
stantial reasons are shown.” 


30 Domke, Inter-American Commercial Arbitration, 4 Miami L.Q. 425 (1950). 

81 INTER-AMERICAN CoUNCIL oF Jurists, FrvaL Act oF THE Tuirp MEETING 23 
(Washington: Pan American Union, 1956, CIJ-29). 

82 INTER-AMERICAN Bar Ass’N, PROCEEDINGS OF THE NINTH CONFERENCE 88, 292 
(1956). 
$3 308 Ill. 152, 156, 139 N.E. 95, 97 (1923). 
54239 N.Y. 199, 203, 146 N.E. 203, 204 (1924). 
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Twenty years later, Judge Learned Hand said in American Almond 
Products Co. v. Consolidated Pecan Sales Co.:5 


“In trade disputes one of the chief advantages of arbitration is that 
arbitrators can be chosen who are familiar with the practices and 
customs of the calling, and with just such matters as what are current 
prices, what is merchantable quality, what are the terms of sale, and the 
like. Although we have been able to find very little on the point, such 
decisions as there are, appear to assume that they may resort to their 
acquaintance with such facts. . . . Arbitration may or may not be a 
desirable substitute for trials in courts; as to that the parties must de- 
cide in each instance. But when they have adopted it, they must be 
content with its informalities; they may not hedge it about with those 
procedural limitations which it is precisely its purpose to avoid. They 
must content themselves with looser approximations to the enforce- 
ment of their rights than those that the law accords them, when they 
resort to its machinery.” 


Especially in the international field, “conflicts of laws could be avoided 
by a more general acceptance of the principles, admitted under the laws of 
many countries, that arbitrators may base their awards on commercial usage 
or on considerations of equity, common sense, and natural justice, without 
the need to refer to the applicable provisions of municipal law. There is, 
however, a strong opposition against giving such latitude to arbitrators in 
some countries which recognize the validity of awards only if they are 
based on applicable provisions of their national laws.” ** It may be worth- 
while to explore the possibilities of permitting arbitrators sufficient flexibility 
in seeking practical means of disposing of controversies submitted to them 
for their final determination. 

When the method of arbitration has been chosen by parties to a com- 
mercial contract, it should be followed. That is why courts of this country 
have held that arbitration under the rules of an agency administering arbitra- 
tion should proceed even against a recalcitrant party who is unwilling to 
participate, thereby interpreting statutory provisions that a party “may” 
apply to a court for an order directing arbitration to be merely “permissive 
and not mandatory.” 8? This approach, so important for the growth of 
international commercial arbitration, has recently been followed again by 
federal courts.3® An award rendered in Oslo, Norway, in favor of a German 
firm against an American one, was affirmed in the country of the debtor, in 


35 144 F.2d 448, 450-51 (2d Cir. 1944). 

86U.N. Doc. No. E/CONF. 26/6, at 11 (May 1, 1958). 

87 Roycraft Fabrics, Inc. v. Block, 81 N.Y.S.2d 567 (1949); Battle v. General 
Cellulose, 129 A.2d 865 (N.J. 1957); Samincorp South American Minerals & Merchandise 
Corp. v. Lewis, 149 N.E.2d 385 (Sup. Jud. Ct. Mass. 1958). 

88 Kanmak Mills v. Society Brand Hat Co., 236 F.2d 240 (8th Cir. 1956); Kentucky 
age Mills v. Jackson, 206 F.2d 111 (6th Cir. 1953), cert. denied, 346 U.S. 887, 74 Sup. 

t. 144. 
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Standard Magnesium Corp v. Fuchs,®® although the American party did 
not participate in the arbitration proceedings, under the rules of Conciliation 
and Arbitration of the International Chamber of Commerce. These rules 
provide, in case of non-participation, that the Court of Arbitration (the 
administering agency), shall order that “the arbitration be proceeded with, 
such refusal or absence notwithstanding.” #° The challenge to the validity 
of the award, because no previous court order had been obtained directing 
arbitration pursuant to section 4 of the Federal Arbitration Act, was refuted. 
The court, considering this provision “permissive” by its terms, stated: 


“If the agreement provides that where one party refuses or fails to 
submit to arbitration, that an arbitrator may be appointed and that the 
arbitration may proceed ex parte, and further provides for the procedure 
to be followed in such an ex parte proceeding, there is no occasion to 
invoke the remedy of § 4. Such a remedy is necessary only in those 
cases where one party refuses to participate in the arbitration and a 
court order is necessary in order for the arbitration to proceed ex 
parte,” 41 


ENFORCEMENT OF AWARDS 


The most important aspect of international commercial arbitration is 
the enforcement of awards in a country other than that where rendered. 

The United States does not adhere to any multilateral convention on 
the enforcement of foreign arbitral awards, such as the Montevideo Treaties 
of International Procedural Law of 1889 *? and of 1940,** the Habana Codigo 
Bustamante of 1928, or the Geneva Convention of 1927.45 Nor is there 
any likelihood that the United States, which participated in the United 
Nations Conference on International Commercial Arbitration held in New 
York in 1958, will accede to, much less ratify, the Convention on the Recog- 
nition and Enforcement of Foreign Arbitral Awards.*¢ 


89 251 F.2d 455 (10th Cir. 1957). 

40 Similarly, Rule 29 of the Commercial Arbitration Rules of the American 
Arbitration Association and Rule 28 of the Inter-American Commercial Arbitration 
Commission provide that, “Unless the law provides to the contrary, the arbitration 
may proceed in the absence of any party, who, after due notice, failed to be present 
or fails to obtain an adjournment. An award shall not be made solely on the default 
of a party. The Arbitration shall require the other party to submit such evidence as 
he may require for the making of an award.” 

41251 F.2d at 458. 

“2 For the text, see Vira, COMPARATIVE STupy oF AMERICAN LEGISLATION GOVERNING 
CoMMERCIAL ARBITRATION 59 (1928). 

48 For the text, see 37 Am. J. Inrx L. 118 (Supp. 1943). 

“4 For the text, see 4 Hupson, INTERNATIONAL LEGISLATION 2279 (1931). 

“5 For the text, see INTERNATIONAL TRADE ARBITRATION: A Roap To Wortp-WmDE 
CooperaTION 285 (Domke ed. 1958). 

46 See Czyzak and Sullivan, supra note 13, at 212. For the text of the Convention, 
see U.N. Doc. No. E/CONF. 26/8/Rev. 1 (June 10, 1958), and 13 Ars. J. (ns.) 107 
(1958). 
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However, the new United States bilateral treaties of friendship, com- 
merce, and navigation provide for the enforcement of arbitration agree- 
ments and of awards in disputes between nationals and corporations of the 
respective countries. Enforcement cannot be denied for the reason that the 
arbitration award was rendered in another country or that the nationality 
of the arbitrator is not that of the party concerned. These provisions are 
included in thirteen treaties—those with Ireland, Greece, Iran, Israel, Japan, 
West Germany, the Netherlands, Korea, and Nicaragua are in force, whereas 
those with Italy, Denmark, Colombia, and Haiti have not yet been ratified.* 
As a pattern, the most recent treaty, with Korea, of November 28, 1956, 
states in its article V(2): 


“Contracts entered into between nationals or companies of either 
party and nationals or companies of the other Party, that provide for 
the settlement by arbitration of controversies, shall not be deemed un- 
enforceable within the territories of such other Party merely on the 
grounds that the place designated for the arbitration proceedings is 
outside such territories or that the nationality of one or more of the 
arbitrators is not that of such other Party. No award duly rendered 
pursuant to any such contract, and final and enforceable under the 
laws of the place where rendered, shall be deemed invalid or denied 
effective means of enforcement within the territories of either Party 
merely on the grounds that the place where such award was rendered 
is outside such territories or that the nationality of one or more of the 
arbitrators is not that of such Party.” 48 


Although not bound by commercial treaty with the United States to 
enforce American arbitral awards, execution has been granted in favor of 
the American trader, on the basis of judgments entered upon an award by 
the New York Supreme Court, in Colombia * and England.®° 

Similarly, enforcement of foreign awards has been had in the United 
States, primarily in New York courts, without any reference to the concept 
of reciprocity, in cases where personal jurisdiction upon the American 
party was properly obtained abroad. The leading cases, Gilbert v. Burn- 
stine,®! Sargant v. Monroe,®? and also Cerf v. La Maison du Paysan du Sud- 


47 Walker, United States Treaty Policy on Commercial Arbitration—1946-1957, in 
— Trave ArsitrATION: A Roap To Worip-Wiwe Cooperation 49 (Domke 
ed. 1 . 

48 T 1.A.S. No. 3947 (in force since November 7, 1957). 

49 Hide Trading Corp. v. Field Echenique Compania, Supreme Court of Justice of 
Colombia, October 26, 1951, Gaceta Judicial Tomo 68, No. 2087-88, at 139, transl. in 6 
Ars, J. (n.s.) 159 (1951). 

50 Fast India Trading Co. v. Carmel Exporters and Importers, Ltd., [1952] 1 All 
E.R. 1053; Comment, 2 AM. J. Comp. L. 238 (1953). 

51255 N.Y. 348, 174 N.E. 706 (1931). 

53268 App. Div. 123, 49 N.Y.S.2d 546 (1944). 





XUM 
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Ouest,®* in which arbitral awards rendered in England were enforced against 
New York parties," are in line with the well-settled rule of American con- 
flict of laws that the validity of an award depends on the observance of the 
law of the place where the award was rendered.®° 


NEED FoR UNIFORMITY OF NATIONAL LAws 


Among the major obstacles to the progress of arbitration as a means 
for settlement of international trade disputes are the differences in national 
laws of arbitral procedure. Such differences exist even under domestic law, 
in states under a federal system, e.g., the United States®* and Canada,5* 
where there is no uniformity of statutory law. The promotion of uniformity 
as the basis of an efficient arbitration system will therefore play a decisive 
role not only in the domestic field, e.g., in the United States through the 
Uniform Arbitration Act, but even more so in Inter-American commercial 
relations °§ and, generally, in international trade. It is for this reason that 
the United Nations Conference on International Commercial Arbitration, 
in its resolution of June 10, 1958, considered “that greater uniformity of 
national laws on arbitration would further the effectiveness of arbitration 
in the settlement of private law disputes,” and suggested that by way of 
supplementing the efforts of regional commissions of the United Nations ® 
and other bodies “appropriate attention be given to defining suitable sub- 
ject matter for model arbitration statutes and other appropriate measures for 
encouraging the development of such legislation.” 


58202 Misc. 360, 110 N.Y.S.2d 127 (1952). 

54In Oilcakes.& Oilseeds Trading Co. v. Sinason Teicher Inter American Grain 
Corp., 9 Misc. 2d 651, 170 N.Y.S.2d 378 (1958), an award rendered by the Appeal 
Tribunal of the London Corn Trade Association was enforced in a New York court 
proceedings; an appeal is pending. 

55 It was said in Moyer v. Van-Dye-Way Corp., 126 F.2d 339, 341 (3d Cir. 1942): 
“The general authority is to the effect that the validity of an arbitration award is de- 
termined by the law of the place of its rendition. 2 Beale, The Conflict of Laws (1935) 
sec. 347.6.” Brae, THe ConFuict or Laws 1249 & n.3 (1935): “Its validity [the award’s] 
is determined by the law of the place where rendered, regardless of the law of the 
forum. But the foreign law must be pleaded, or it will be assumed to be similar to the 
lex fori. Woodrow v. O’Connor, 28 Vt. 776 (1856) [dealing with an award rendered 
in Canada].” 

56 Nadelmann, Uniform Legislation vs. International Conventions, in INTERNATIONAL 
Trapve ARBITRATION: A Roap To WorLD-WipE CooperaTION 167 (Domke ed. 1958). 

57 Claxton, Commercial Arbitration Under Canadian Law, 21 Can. B. Rev. 171 
(1943). 

58 Supra note 31. 

59 Final Act, U.N. Doc. No. E/CONF. 26/9/Rev. 1, at 5 (June 10, 1958); text 
also in 13 Ars. J. 114 (1958). 

6 U.N. Economic Commission for Europe, Committee on the Development of 
Trade, Ad Hoc Working Group on Arbitration, Doc. Trade/W[orking] P[aper] 1/28 
(October 23, 1958); Economic Commission for Asia and the Far East, Committee on 
Trade, Second Session, U.N. Doc. No. E/CN. 11/TRADE/ L. 19 (December 31, 1958). 
























SETTLEMENT OF DISPUTES 


CoNCLUSION 


Arbitration is no panacea for the many evils which beset the business 
community, not the least of which result from increased economic ac- 
tivity, direct and indirect, of governments and their interference in trade 
transactions, Arbitration is only one means of adjusting trade controversy, 
and offers the business world the advantages of a voluntary, prompt, and 
final settlement of disputes. From the experience and technique developed 
in international trade arbitration in the United States, the world at large may 
profit by using the tool of arbitration for the settlement of all kinds of dis- 
putes of an economic character. 











Why the overseas investor needs a lawyer, and a good one... 


“Is a domestic subsidiary corporation preferable to the 
qualification of a U.S. corporation or haven-country sub- 
sidiary of the U.S. corporation? Do unions in host country 
have co-determination rights? May a subsidiary pay salaries 
of U.S. personnel by direct deposit in a U.S. bank account?” 


CHECK LIST OF LEGAL PROBLEMS IN 
CONSIDERING FOREIGN INVESTMENT 


BY ROBERT CHARLES KELSO * 


This check list is probably more comprehensive than is necessary for 
many types of foreign investments, but in other cases it must be expanded 
to meet the peculiarities of a particular type of business. It is limited to the 
legal atmosphere of the host country in which the investment is to be made 
or the business established. Particular questions regarding the economic 
aspect are not treated because they are not appropriate here. These include 
insurance costs and coverages, transportation facilities, automotive main- 
tenance, warehousing facilities, the availability of land, building sites, con- 
struction materials and services, communications, utilities, and residential, 
educational, and recreational facilities for resident employees. Such questions 
are equally important to the businessman, but the answers are seldom found 
in the law. 

This check list incorporates some of the thoughts and suggestions of 
many lawyers, as well as the author’s own experience, but the particular 
helpfulness of Dr. Alexander S. Bedo, Frankfurt/Main, Germany, and Mr. 
F. D. Ufio, Secretary of Celanese International Corporation, New York City, 
is gratefully acknowledged. 


* ROBERT CHARLES KELSO. Associate in the firm of Lewis, Roca, Sco- 
ville, Beauchamp & Linton; Associate Professor, American Institute 
for Foreign Trade, Phoenix, Arizona. 
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I, POLITICO-LEGAL ATMOSPHERE 


A. What is the political history of the country? 


1. What is the recent record of governmental stability? 
2. What is the present governmental structure? 
a. What is the relative position, authority, and make-up of executive 
branches, cabinet, and parliament? 
b. What is the constitutional structure, i.e., federal and state relation- 
ships? 
c. What constitutional restrictions apply to aliens, natural resources, 
basic industry, etc? 
d. What constitutional restrictions and rights are extended to natural 
and juridical persons, and what is reality of the enforcement of 
these rights? 


B. What are its external relationships? 


1. What is the nature of its foreign relations with the U.N. and other 
nations? 

Is trade controlled by another nation? 

a. Satellite status? 

b. Protectorate, colony, or dominion status? 

c. Member of trade block or other community? 

d. What treaties of friendship and commerce, tax conventions, 
reciprocal trade agreements, or customs unions does nation have 
with competing nations? 

2. What are its relations with the U.S.? 

a. Tax convention? 

b. Treaty of friendship and commerce? 

c. Reciprocal trade and customs agreements? 

d. Foreign aid and Point IV program? 


II, BASIC LAW—What is the history of the Civil Code and Commercial Code 
and what other systems have been grafted upon or fused with the basic 
system? 


A. Civil Code—What, if any, peculiarities does the Civil Code have and how 
is it affected by the Commercial Code and other codes in force? 


B. Commercial Code—What provisions of the Civil Code as expanded and 
supplemented by the Commercial Code or other laws apply to the follow- 
ing? 

1. Commercial Register 
a. What merchants must register? 
b. What information must be revealed? 
c. Where are the registers maintained? 
d. What are the fees and costs? 
2. Contracts 
a. What is age of majority and are there any unusual rules relating to 
competency? 
b. Does law follow usual civil-law rules regarding acceptance and 
revocation by mail, etc.? 
c. What is the usury rate and what other elements of illegality are 
there? 
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d. What contracts must be protocolized? 
e. What constitutes performance? Impossibility of performance? 
f. May contracts be rescinded unilaterally upon breach or only by 
court action? 
g. What other remedies exist for breach, including attachment, gar- 
nishment, or other summary collection procedure? 
h. Are there requirements of formality for the assignment of con- 
tracts? 
i. What advantages of the trust may be obtained through use of the 
third party beneficiary contract? 
j. Are arbitration decisions enforceable by courts? 
k. Under what conditions does government intervene in international 
contract disputes of its nationals? 
3. Agency 
a. How may agency be created? What form is required? 
b. May third party rescind contract entered into by unauthorized 
agent any time before ratification? 
c. What powers may be redelegated by general agent? 
d. What powers usually implied in the United States must be ex- 
pressly granted? 
e. Is power of procuration available? 
f. Does death terminate agency? 
g. What formalities are necessary by U.S. corporation to register 
power of attorney for resident manager? 
h. Is resident agent personally liable? 
i. What costs and delays are involved in registering and protocolizing 
power of attorney? 
4. Sales 
a. What items of value are covered by commercial sales laws? 
b. Does contract contemplate title or only delivery? 
c. When does risk of loss pass to buyer? 
d. How extensive is the right of examination? 
e. What are the implied warranties and to what extent may they be 
altered by contract? 
f. Does doctrine of lésion enorme apply? 
g. What are remedies of buyer and seller? 
5. Bulk Sales 
a. What are requirements for registration of sale of business in Com- 
mercial Register? 
b. Is transferee jointly or severally liable to creditors? 
c. Is transferee’s liability absolute, limited to value of the goods sold, 
or limited to the sales price? 
d. Is the transferee exonerated as to debts not named in Commercial 
Register at time sale is registered? 
6. Obligations 
a. What is the liability of a manufacturer? 
b. What is the law relating to industrial nuisances? 
c. What is the measure of damages for property and personal injury? 
d. Is there an employer’s liability law? 
e. Is insurance available and acceptable? 
7. Real Property 
a. Are there restrictions upon aliens as to size and location of property 
they may own or lease? Does the doctrine of reciprocity apply as 
to aliens? 














10. 
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b. Is lease treated merely as a contract, or does it create an estate in 
land? 

c. May land be mortgaged to U.S. or other foreign parent corporation? 

d. Are there zoning and building restrictions? 

e. What is the status of leasehold improvements? 

f. May US. corporation or local subsidiary build employee housing 
and lease same? 


. Security Devices 


a. Are conditional sales permitted and is there any provision for re- 
cording? 

b. Is a conditional sale treated merely as a rental agreement? 

c. If no recording of conditional sales agreements is required, is in- 
nocent purchaser entitled to rely on possession? 

d. Is trust receipt transaction recognized, and, if so, for consignment 
as well as financing? 

Negotiable Instruments 

a. What constitutes “words of negotiability”? 

b. Are stocks, bonds, warehouse receipts, or other certificates con- 
sidered fully negotiable? 

c. Does law follow Geneva Convention of 1933, British Bills of Ex- 
change Act, or Uniform Negotiable Instruments Law? 

Conflict of Laws: Does the country follow the rule that contracts are 

governed by the law of the place of performance? 


Ill. FORMS OF BUSINESS ORGANIZATION 


A. What forms of business organization are available? 
1, 


Does the participation or sleeping partnership provide limited liability 

to the sleeping partners, and is it exempt from registration? 

Does the law provide for a limited liability company or corporation 

without shares? 

a. What are the registration requirements? 

b. What is the minimum capitalization? 

c. What are the minimum and maximum number of members? 

d. To what extent is participation by aliens permitted? 

e. What local management is required? May it be merely ostensible? 

f. What are the tax advantages, if any, of this type of business organi- 
zation? 

g. What is the relative length of time to organize? 


. What other types of corporations or business organizations are 


provided? 


B. Partnerships 
1. 


2. 
3. 


What formalities are necessary to organize, ¢.g., registration, etc.? 
What is the extent of personal liability for partnership obligations? 
May partnerships with alien partners own real property and engage 
in all types of business? 


4. Must managing partner be a national? 
5. 
6. What are the restrictions upon the partnership name? 


May a foreign corporation be a partner? 


C. Limited Partnerships and Those on Shares 
1, 


What information must be submitted for registration in the Com- 
mercial Register? 
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2. Are there any advantages to be gained by using the limited partnership 
on shares? 
3. May the shares of the limited partners be sold on public exchanges? 


D. Domestic Corporations on Shares 


1. To what extent are domestic corporations on shares used by other 
USS. investors, and what are their reasons for using that method? 

If local capital is required, to what extent is it available? 

Is a domestic subsidiary corporation preferable to the qualification 
of a U.S. corporation or haven-country subsidiary of the USS. 
corporation? 


2. 
3. 


a. 


b. 


Q. 


nh 


L. 


Under Corporation Code or Commercial Code, what books must 
be kept in the host country by both types of companies? 

To what extent and under what circumstances is there govern- 
mental intervention in corporate management? 


. What number and nationality of stockholders and directors are re- 


quired in each type of corporation? 


. What is the minimum capital requirement for each method? 
. What time and cost is required for the establishment of each, and 


renewal cost? 


. What corporate names would be permitted? 
. What are the requirements for the qualification of a U.S. corpora- 


tion in states or provinces, as in Switzerland, India, Australia, etc.? 
Will federal qualification suffice? 

Does the qualification of U.S. corporation subject officers and di- 
rectors, other than domestic agents, to suit or subpoena? 


. What is the effect of foreign or domestic incorporation upon bank- 


ing and currency control regulations, trade-mark or patent regis- 
tration, licensing, property ownership, membership in clubs or 
associations of manufacturers? 


. What effect does either have upon residence and work permits for 


United States personnel, import permits for raw materials, ma- 
chinery, parts and supplies, or export permits for finished products? 


. Are host government subsidies, such as factory sites, grants of land, 


tax concessions or work permits, to be gained by domestic in- 
corporation? If so, are there reciprocal obligations, such as govern- 
ment right to veto acts of directors or appointment of officers? 
Does a domestic corporation have preferred rights to patents, 
trademarks or other industrial property? 


What are the formal statutory requirements for the organization of a 
domestic subsidiary as to each of the following? 


a. 
b. 


Cc. 


d. 


Name, residence, life, and purposes of corporation? 

Number and names or other description of incorporators? 

By what government agency and at what cost must the articles and 
other phases of organization be approved? 

What types of shares are available? Are bearer shares and pre- 
ferential voting shares customary? 


. How can control best be protected? 
. What is the minimum capitalization required and what percentage 


of shares must be paid in? 


. What reserves or surpluses must be maintained and how are they 


enforced? 
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h. May shares be paid for by promotion or may some option be 
awarded for promotion? 

i. May shares be issued against property or services and on what basis 
of evaluation? 

Are promoters jointly, individually, or jointly and severally liable for 

pre-incorporation obligations? 

What is the effect of changes in the laws or regulations? Is the com- 

pany subject to subsequent amendments of corporate laws or only 

those in existence at the time of incorporation? 

What are the registration requirements for the public sale of se- 

curities? 

In what groups or individuals is management vested and what are the 

rights of management? 

a. What are the voting rights, time and place of meetings, and powers 
of stockholders? 

b. What is the maximum percentage of stock that may be voted by 
any one stockholder? 

c. May shareholders vote by proxy, waive notice of meetings, and 
vote by mail or cable? 

d. Are voting trusts permitted? Cumulative voting? 

e. What is number of members, the term, and authority of a board 
of overseers elected by stockholders? 

f. What are the language requirements for minutes and meetings of 
stockholders, overseers, and directors? 

g. Are directors personally liable until ratification by annual meeting 
of shareholders? 

h. What security must directors and officers post? 

i. What are the numbers, terms of office, duties, methods of election, 
and responsibilities of directors? 

j. Is government or labor represented in management through co- 
determination or other rights? 

k. May the directors act individually or only as a body? 


E. Qualification of United States or Other Foreign Corporation 


I. 


a oe Se 


a 


Does the law distinguish between foreign and domestic corporations, 
and does it classify a domestic corporation with substantial foreign 
ownership as non-domestic? 

What capital must be deposited in host country? 

What reserves must be maintained? 

What is the cost of, and time required for, qualification? 

Is there preferential treatment accorded some other country that would 
warrant the organization of a subsidiary in that preferred country? 
Are there any disadvantages regarding the use and protection of 
corporate name, trademarks, etc.? 

Are there any disadvantages regarding residence and work permits for 
United States personnel or housing and payment of salaries to them? 
May only books and records of domestic transactions be required by 
government, both under corporation law and tax law? 


F. What are the fiscal controls applicable to all corporations? 
1. 





What inventories, profit and loss statements, or balance sheets must be 
maintained and where? 
a. What is the basis for inventory and other asset valuations? 
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b. Can the basis be changed and under what conditions? 
c. When and where must balance sheets or statements be published? 
In what detail? 
2. Must accounts be certified by a licensed auditor and may he be an 
employee? 
3. To what extent and how often is there governmental inspection of 
records, and what control is exercised over dividends and profits? 
a. May dividends be paid out of reserves? 
b. Must reinvestment of undistributed profits have governmental ap- 
proval or other sanction? 
4. If minority capital from the host country is required or contemplated, 
what are the usual dividend returns? 
5. Does the statute set a maximum ratio between corporate debts and 
capital? 
6. What local working capital or other financing is available? 
a. On what security? 
b. For what terms? 
c. At what interest? 


IV. ADMINISTRATIVE LAW AND GOVERNMENTAL REGULATION 
—What licenses, permits, or authorizations are required in advance for any 
of the following? 


A. Taxation 


1. Is there a tax convention with the U.S.? With a haven country? 
2. Is there a possibility of reciprocal tax benefits? 
3. Corporate taxes: national, state, and municipal? 
a. Is there a true income tax? Is it entitled to U.S. tax credit under 
treaty? 
b. Are there surtaxes? 
c. Is there an excess profits tax? Is it entitled to U.S. credit? 
d. Is there a capital gains tax? What is the rate and measure of base? 
e. Are there patrimony taxes? 
f. Are there taxes upon excess surpluses? 
g. Are there any luxury or manufacturing taxes? 
h. What are the stamp taxes or other miscellaneous taxes? 
i. What are the wage and withholding taxes? Upon compensation of 
foreign directors? 
j. Are there taxes upon dividends and is there a difference as to those 
paid or merely declared? 
k. What depreciation is permitted in determining profits subject to 
taxation? 
1. Are reserves permitted to be set off against profits before tax, and 
to what extent? 
m. May operating losses be carried forward or backward to offset 
profits? 
n. What taxes and license fees are deductible as expenses? 
o. What forms are required and how are taxes declared and assessed? 
p. What is the scale and rate of all taxes mentioned above? 
q. Is there any discrimination against U.S. firms or their subsidiaries 
in the enforcement? 
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4. Property taxes 


a. What is ad valorem rate as to real and personal property on national, 
state, and municipal level? 


. Import taxes and duties. 


a. What are the duties upon raw materials or semi-manufactured 
goods? 

b. Are those under “a” payable even though imported from parent 
corporation? 

c. Are those under “a” subject to refund upon re-export of finished 
product utilizing those raw materials or semi-manufactured goods? 

d. Are there sales or production taxes on imported goods sold without 
further modification? 

e. Is there any difference if the goods under “d” are imported from or 
manufactured by parent corporation? 

f. What is the full scale of duties upon imports of production ma- 
chinery and tools, or other necessary capital assets? Are exemptions 
possible? 

g. Does import by a foreign corporation, a wholly owned subsidiary, 
or subsidiary with minority foreign ownership, affect any of the 
foregoing? 


6. What is the history and trend of tax legislation? Are future amend- 


7. 


ments likely? 
Is a separate fiscal court provided? What is the trend of its interpreta- 
tion? 


B. Import and Export Controls 


1. 


Imports 

a. How are payments of duties made? 

b. What licenses are required and how obtained? 

c. Is there preferential treatment for a subsidiary? 

d. What exemptions are provided? 

Exports 

a. Must the U.S. approve re-export of goods shipped to host country? 

b. How can pre-export inspection be obtained if desired? 

c. Is a U.S. export license needed? 

d. Must shipping and dock storage be paid in foreign currency, and 
where? 

e. What customs delays are to be expected? 


C. Labor Law 
1, 





What is the extent of governmental control of work permits for 

foreign executives, office workers, or professionals? 

a. What percentage of personnel must be nationals? 

b. Does the amount of capitalization affect this aspect? 

What is labor supply in professional, skilled, and unskilled workers, 

and is there a government agency to assist in recruiting these? 

What is the nature and extent of union activity? 

a. Are “closed shop” agreements legal? Customary? 

b. Are labor courts labor-dominated? 

c. What is the legal procedure for union organization and the settle- 
ment of disputes? 

d. Do unions have co-determination rights and what is the practical 

effect of co-determination upon management? 
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. Do trade unions, professional groups, or others provide centralized 


. What are customary wage rates? 


D. Patents, Trademarks, and Other Industrial Property 
i 


. Are trade secrets, processes, formulae, and other industrial property 
. What is the procedure and cost of transferring or licensing patents 


6. 
E. Currency Control and Banking Restrictions 
A 


r 


. Study banking services and establish contact through U.S. bank. 






































recruiting facilities? 

What are the existing minimum wage scales? 
a. Subject to change by legislation? 

b. Regional variations? 

c. Overtime? 


What are provisions of the labor code? 

a. What are the regulations as to working hours and shift systems? 

b. What restrictions are there upon female labor? 

c. What are the required vacation periods and holidays? 

d. What notice is required and what restrictions are imposed for 
dismissal of unsatisfactory employees? 

e. Is notice of discharge lengthened by service? How much? 

f. Are restrictions and notice different depending upon type of work, 
e.g., skilled and unskilled or office workers? 

g. Are seniority rights of employees enforced by law or custom 
where jobs are abolished? 

What is the general nature of workmen’s compensation and employer’s 

liability legislation? 

Does the law provide for unemployment compensation and other 

social security taxes and benefits? 


Are all forms of industrial property protected both by local law and 
through treaty with the U.S.? 

Does the law require “working patents”? 

Are there conflicting patents, trademarks, or trade names? 


afforded protection? 


or trademarks to a subsidiary of the foreign country? 
What is the procedure and cost of local registration? 


What treaties does the host country have with the U.S. and others 
governing foreign exchange? 

Is a foreign exchange permit required in advance? At any stage? 

a. What information and forms are required? 

b. What is the cost and delay involved? 

What is the method of financing to be used and are there any re- 
strictions upon loans? 


What is the effect of the control regulation upon each of the follow- 

ing? 

a. Return of capital investment, loans, bonds, or debentures originally 
paid in the other currency? 

b. Proceeds of a complete or partial liquidation of assets of domestic 
branch of U.S. corporation, or of subsidiary? 

c. Payment of dividends in foreign currency? 

d. Payment for services, such as engineering, legal, or others performed 
in the US. 

e. Payment of royalties or interest on loans? 
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Are there different regulations or practical requirements in order 

to license transfers to any of the following: 

a. United States? 

b. Other hard currency countries? 

c. Soft currency countries? 

Do these regulations present any difficulties for U.S. personnel in 

transferring salary, savings, and proceeds of the sale of their own 

property upon return to the United States? 

May a subsidiary pay salaries of U.S. personnel by direct deposit in 

U.S. bank account? May U.S. corporation qualified to do business in 

host country do so? 

What are the restrictions upon payment for raw materials, machinery, 

semi-manufactured goods, or goods for resale? 

As to all of the foregoing, 

a. How and where are licenses obtained? 

b. In what way are licenses withheld or dependent upon a ratio of 
exports to imports? 

c. Are general licenses available and for what purposes? 

d. What length of time is involved in all of these license transactions? 


F. Price and Cartel or Monopoly Regulation? 


1, 





Does any part of the proposed plan contravene U.S. antitrust laws? 

a. Are any customs of trade, ¢.g., price communities, in the host 
country violative of U.S. laws? 

b. Does the use of host country or haven country subsidiary increase 
possibility of violation of U.S. antitrust laws? 


. Does the host country have laws regulating or prohibiting the follow- 


ing: 
a. Vertical monopoly? 
b. Horizontal monopoly? 

c. Trade restraints? 

d. Price discrimination? 

Are there governmental price controls or regulations affecting the 
availability of materials? 

















SELECTED BIBLIOGRAPHY OF LEGAL 
ASPECTS OF INTERNATIONAL TRADE 


BY PAULINE A. CARLETON * 


The basis of selection for this bibliography is the need of the Mid- 
western lawyer to learn where he can obtain information concerning inter- 
national trade in addition to the sources indicated in the articles appearing 
in this issue of the University of Illinois Law Forum. For this reason the 
items chosen are those which he can readily obtain. Preference has been 
given to practical materials and to those of a recent date. Since books are 
more readily obtainable than periodicals, articles appearing in periodicals 
have been included only as supplements to the books in the area. 


Tue St. LAwrENCE SEAWAY 


Great Lakes News Letter. Ann Arbor: Great Lakes Commission, 1956-date. 
Monthly. 

St. Lawrence Seaway and the Law—A Conference Sponsored by the Chicago 
Bar Association, University of Chicago Law School, and Northwestern 
University School of Law, Feb. 27-28, 1957. 1957. (Also in 38 Chi. B. 
Record 351-73, 409-36 (1957).) 

St. Lawrence Seaway Development Corporation. Seaway Bibliography, ed. of 
Aug. 1, 1955, with supplements to date. Washington: 1955-date. 


Tue Port or Cuicaco 


Chicago Association of Commerce and Industry. Export Traffic, Port of Chi- 
cago—Projections through 1965. Chicago: 1959. 38p. 

Mayer, H. M. The Port of Chicago and the St. Lawrence Seaway. Chicago: 
University of Chicago Press, 1957. 283p. 


LecaAL FRAMEWORK OF THE ST. LAWRENCE SEAWAY 


St. Lawrence Seaway Development Corporation. United States Tolls Committee 
Report, June 12, 1958. Washington: Government Printing Office, 1958. 
25p. 

Stern, R. L. “Legal Problems in the St. Lawrence Seaway Project: Panel Dis- 
cussion.” (Articles by D. W. Mundell of Toronto, Orrin G. Judd of New 
York City, and James L. Kunen of Washington, D.C.) A.B.A. Section of 
International and Comparative Law, 1954 Proceedings 57-69. 

U.S. Senate Committee on Foreign Relations. St. Lawrence Seaway Manual— 
A Compilation of Documents. Washington: Government Printing Office, 
1955. 254p. 


Tue Port AUTHORITY 


Bird, F. L. A Study of the Port of New York Authority. N.Y.: Dun & Brad- 
street, 1949. 191p. 

Chicago Regional Port District Board. Reports. Chicago: 1953-date. 

Fair, M. L. Port Administration in the United States. Cambridge, Md.: Cornell 
Maritime Press, 1954. 217p. 


*PAULINE A. CARLETON. Assistant Law Librarian, College of Law, 
University of Illinois. 


427 





















428 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


Goldstein, Sidney. “Port of New York Authority.” 5 J. Pub. L. 408-17 (1956); 
in 38 Chi. B. Record 263-70 (1957), under title: “Metropolitan Area Govern- 
ment, a Functional Approach.” 

Port of New York Authority. A Selected Bibliography, 1921-1956. N.Y.: 1956. 
66p. 


WATERFRONT LABOR 


International Labor Office Library. Bibliography on Labour Law. Geneva: 
1953. 83p. (Its Bibliographical Contributions, no. 8.) 

Larrowe, C. P. Shape-Up and Hiring Hall—A Comparison of Hiring Methods 
and Labor Relations on the New York and Seattle Waterfronts. Berkeley: 
University of California Press, 1955. 250p. 

New York State Crime Commission. Public Hearings (No. 5). N.Y.: 1953. 
5v., index. 

“Overlapping Remedies for Injured Harborworkers: Interaction on the Water- 
front.” Comment. 67 Yale L.J. 1205-45 (1958). 

Swanstrom, E. E. The Waterfront Labor Problem—A Study in Decasualization 
and Unemployment Insurance. N.Y.: Fordham University Press, 1958. 186p. 

Waterfront Commission of New York Harbor. Report. N.Y.: 1954-date. 
Annual. 


ADMIRALTY AND Maritime Law 


Benedict, E. C. Law of American Admiralty, Its Jurisdiction and Practice, 
With Forms and Directions. 6th. ed., rev. & enl. by Arnold Whitman 
Knauth. N.Y.: Bender, 1940-41. 7v. Annual supplementation. 

Gilmore, Grant, and Black, C. L., Jr. Law of Admiralty. Brooklyn: Foundation 
Press, 1957. 866p. 

Lord, G. deF., and Glenn, G. W. “The Foreign Ship Mortgage.” 56 Yale L.J. 
923-41 (1947). 

McDowell, C. E. Ocean Transportation. N.Y.: McGraw-Hill, 1954. 475p. 

Poor, Wharton. American Law of Charter Parties and Ocean Bills of Lading. 
4th ed. Albany: Bender, 1954. 455p. 

U.N. Office of Legal Affairs. Laws Concerning the Nationality of Ships. N.Y.: 
1955. 203p. (United Nations Legislative Series. ) 

Winter, D. “Maritime Torts: The Choice-of-Law Principles.” 3 Int’l & Comp. 
L.Q. 115-25 (1954). 

Wolfson, R. “English and French Carriage of Goods by Sea Enactments.” 4 
Int’l & Comp. L.Q. 508-32 (1955). 


INTERNATIONAL TRADE 


American Tariff League. The United States in World Trade. N.Y.: 1958. 117p. 

Bayitch, S. A. A Guide to Interamerican Legal Studies. Coral Gables: Univer- 
sity of Miami Law Library, 1957. 297p. 

. “Transfer of Business—A Study in Comparative Law.” 6 Am. J. Comp. 
L. 284-301 (1957). 

Bureau of National Affairs. International Trade Reporter. Washington. Loose- 
leaf. 

Business International. N.Y.: Haynes, Pub. Co., 1954-date. Weekly service and 
special reports. 

David, Rene. The French Legal System—An Introduction to Civil Law Systems. 
N.Y.: Parker School of Foreign and Comparative Law, Columbia Univer- 
sity, 1958. 152p. 

Dean, Arthur. “The Role of International Law in a Metropolitan Practice.” 

103 U. Pa. L. Rev. 886-900 (1955). 




















































SPRING } BIBLIOGRAPHY 429 


Hynning, C. J. “Treaty Law for the Private Practitioner.” 23 U. Chi. L. Rev. 
36-75 (1955). 

Mid-South Regional Conference on International Law and Foreign Trade: Papers 
and Other Proceedings. 16 La. L. Rev. 709-67 (1956). (Butte, W. L., “Doing 
Business in Foreign Countries”; Metzger, S. D., “A Contract Approach to In- 
ternational Law”; “Treaties as Law in National Courts”: Dihigo, E., Latin 
America; Wright, Q., The United States; Bisconti, G., Italian Viewpoint.) 

Pan American Union, Division of Law and Treaties, Dep’t of International Law. 
A Statement of the Laws of [Latin American countries] in Matters Affecting 
Business. Washington: 1951-1958. 

Problems of Foreign Trade and Investment: A Symposium. 17 Ohio St. L.J. 
254-323 (1956). (Diamond, W., “Economic Problems of Foreign Trade and 
Investment in Underdeveloped Countries”; Brewster, K., Jr., “Legal Aspects 
of the Foreignness of Foreign Investments”; Sugerman, N. A., “Current 
Issues in Taxation of Business Investment Abroad”; Borges, M. A., “Labor 
Relations in Latin America”; Stanger, R. J., “Exchange Control.”) 

Snider, D. A. Introduction to International Economics. Homewood, IIL: 
Richard D. Erwin, Inc., 1958. 598p. 

Szladits, Karoly. A Bibliography on Foreign and Comparative Law. N.Y.: 
Parker School of Foreign and Comparative Law, Columbia University, 
1955. 508p. (Parker School Studies in Foreign and Comparative Law.) 
Supplement: 5 Am. J. Comp. L. 341-90 (1956). 

U.S. Bureau of Foreign Commerce. Doing Business With [various countries]. 
Washington: Government Printing Office, 1953-date. Earlier volumes have 
title: Investment in [country]. 

Von Mehren, A. T. The Civil Law System. Englewood Cliffs, N.J.: Prentice- 
Hall, 1957. 922p. 


Unritep States ForeEIGN TRADE AND INVESTMENT PoticiEs 


Beale, W. T. M. “Government Efforts To Increase Private Investment Abroad.” 
39 Dep’t State Bull. 967-70 (1958). ' 

Catudal, H. M. “Trade Agreements Legislation: A Section-by-Section Analysis.” 
39 Dep’t State Bull. 1013-19, 1050-55 (1958). 

The Challenges to the American Economy. Saturday Review, Jan. 17, 1959, 
pp. 16-46. (Schultz, T. W., “Foreign Economic Policy—For What?”; Viner, 
Jacob, “Power vs. Partnership”; Petersen, H. C., “Economic War on Three 
Fronts”; Collado, E. G., “The Private Investor.”) 

Committee for Economic Development. Economic Development Abroad and 
the Role of American Foreign Investment, A Statement on National Policy 
by the Research and Policy Committee. N.Y.: 1956. 35p. 

Domke, Martin. “State Trading and the Most-Favored-Nation Clause.” 52 Am. 
J. Int'l L. 55-68 (1958). 

Fletcher School of Law and Diplomacy, Medford, Mass. International Trade 
Policy Issues .. . Report . . . prepared for the Foreign Commerce Dep’t, 
Committee of the Chamber of Commerce of the United States. Washington: 
1953. 68p. 

Gorter, Wytze. United States Shipping Policy. N.Y.: Harper, 1956. 230p. 
Publication of the Council on Foreign Relations. 

. U.S. Merchant Marine Policies—Some International Economic Implica- 
tions. Princeton, N.J.: Department of Economics and Sociology, Princeton 
University, 1955. 16p. (Essays in International Finance, no. 23.) 

Mikesell, R. F. Agricultural Surpluses and Export Policy. Washington: Ameri- 

can Enterprise Association, 1958. 52p. 














430 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


Morray, J. P. “Aid Without Tears: Opportunism in Foreign Development 
Policy.” 46 Calif. L. Rev. 665-98 (1958). 

Rubin, S. J. Private Foreign Investment, Legal and Economic Realities. Baltimore: 
Johns Hopkins, 1956. 107p. 

Schafer, Stephen. “Some Legal Aspects of East-West Trade.” 1958 J. Bus. L. 
50-56 (1958). 

Schmitthoff, C. M. “New Approach to East-West Trade.” 1958 J. Bus. L. 
141-49 (1958). 

Silverstone, P. H. “Export Control Act of 1949: Extraterritorial Enforcement,” 
107 U. Pa. L. Rev. 331-62 (1959). 

US. Bureau of Foreign and Domestic Commerce, Office of International Trade. 
Factors Limiting U.S. Investment Abroad. Washington: Government Print- 
ing Office, 1953-54. (Part I: Survey of Factors in Foreign Countries; Part 
II: Business Views on the U.S. Government’s Role.) 

U.S. House Committee on Ways and Means. Private Foreign Investment—Hear- 
ings Before the Subcommittee on Foreign Trade Policy, Dec. 1-5, 1958, 85th 
Cong., 2d Sess. Washington: Government Printing Office, 1958. 649p. 

. Trade Agreements Extension—Hearings on H.R. 1, 84th Cong., Ist 
Sess. Washington: Government Printing Office, 1955. 2v. 

——. Trade Agreements Extension, 1955. Washington: Government Printing 
Office. 1955. 32 p. 

. Foreign Trade Policy—Compendium of Papers . . . Collected by the 
Staff for the Subcommittee on Foreign Trade Policy. Washington: Govern- 
ment Printing Office, 1958. 1157p. 

U.S. Senate Special Committee to Study the Foreign Aid Program (84th Cong., 
2d Sess., and 85th Cong., 1st Sess.). American Private Enterprise, Foreign 
Economic Development, and the Aid Programs. Washington: Govern- 
ment Printing Office, 1957. 68p. 

Walker, Herman, Jr. “Treaties for the Encouragement and Protection of For- 
eign Investment—Present U.S. Practice.” 5 Am. J. Comp. L. 229-47 (1956). 


MeETHopDs AND CHANNELS OF FOREIGN TRADE 


Baker, Russell, and Hightower, Dwight. The Western Hemisphere Trade 
Corporation: A Problem in the Law of Sales. 22 Tul. L. Rev. 229-63 
(1947). 

Baker, Russell. “Functions and Legal Problems of the Midwest Exporter.” 52 
Nw. ULL. Rev. 202-20 (1957). 

Bes, J. Chartering and Shipping Terms. 4th ed. Amsterdam: C. de Boer, Jr., 
1956. 411p. 

Bross, S. R. Ocean Shipping. N.Y.: Cornell Maritime Press, 1958. 320p. 

Cardinale, J. S. Manual on the Foreign License and Technical Assistance Agree- 
ment. N.Y.: Thomas Ashwell & Co., 1958. 128p. 

Custom House Guide. N.Y.: Import Publications, Inc. Annual. 

Export Trade and Shipper. N.Y.: 1922-date. Weekly. 

Exporters’ Encyclopedia. N.Y.: 1904-date. Annual. 

Grossman, W. L. Ocean Freight Rates. Cambridge, Md.: Cornell Maritime 
Press, 1956. 209p. 

International Management Association. International Management Series. N.Y.: 
1956-date. (Each issue has individual title: No. 1. Planning Overseas Opera- 
tions; No. 2. The Challenge of a New Environment, Marketing & Person- 
nel Problems Abroad.) 

International Management Association. Special Report. N.Y.: 1957-date. (Each 

report has individual title: No. 1. Case Studies in Foreign Operations; No. 









































































SPRING] BIBLIOGRAPHY 431 


2. Applying Financial Controls in Foreign Operations; No. 3. Increasing 
Profits From Foreign Operations. ) 

Kelly’s Directory of Merchants, Manufacturers and Shippers. London: 1887- 
date. Annual. 

Lamb, G. P., and Kittelle, S. S. Trade Association Law and Practice. Boston: 
Little, Brown, 1956. 284p. (Trade Regulation Series.) 

Marconi’s International Register. N.Y.: Telegraphic Cable and Registration 
Inc. Annual. 

Murr, Alfred. Export/Import Traffic Management and Forwarding. Cam- 
bridge, Md.: Cornell Maritime Press, 1957. 460p. 

Thoman, R. S. Free Ports and Foreign-Trade Zones. Cambridge, Md.: Cornell 
Maritime Press, 1956. 

US. Bureau of Foreign Commerce. Directory of Foreign Development Organi- 
zations for Trade and Investments. Compiled by Helen Houck. Washing- 
ton: Government Printing Office, 1957. 74p. 

. Guide to Foreign Business Directories. Compiled by Helen Houck and 
Agatha E. Frith. Washington: Government Printing Office, 1955. 132p. 

——. Guides for Newcomer to World Trade. Prepared by Paul E. Pauly 
and F. Preston Fobes. Washington: Government Printing Office, 1957. 
20p. 

. Investment Opportunities Abroad, Bulletin. Washington: Government 
Printing Office, 1955-date. Semimonthly. 

——. World Trade Information Service. Washington: Government Printing 
Office, 1954-date. (Part I: Economic reports; Part II: Operations reports; 
Part III: Statistical reports; Part IV: Utilities Abroad.) 

U.S. Bureau of Foreign Commerce, Commercial Intelligence Division. Channels 
for Trading Abroad, by Henry Dempsey. Washington: Government Print- 
ing Office, 1954. 24p. 


INSTRUMENTS OF INTERNATIONAL TRADE 


Backus, D. C. “Foreign Loans, Letters of Credit and Conflict of Laws.” 73 Bank- 
ing L.J. 85-94 (1956). 

Barrera Graf, Jorge. “Some Principles of the Negotiable Instruments Legisla- 
tion in Mexico.” 34 Texas L. Rev. 426-40 (1956). 

Crauford, W. G. “Differences Between the English and the German Law Re- 
lating to Negotiable Instruments.” 6 Int’l & Comp. L.Q. 418-41 (1957). 
Cueto-Rua, Julio. “Administrative, Civil and Commercial Contracts in Latin- 

American Law.” 26 Fordham L. Rev. 15-49 (1957). 

Daniels, W. G. “German Law of Sales: Some Rules and Some Comparisons.” 
6 Am. J. Comp. L. 470-502 (1957). 

Hambro, E. “Autonomy in the International Contract Law of the Nordic 
States.” 6 Int’l & Comp. L.Q. 258-607 (1957). 

Honnold, John. “A Uniform Law for International Sales.” 107 U. Pa. L. Rev. 
299-330 (1959). 

Lagergren, Gunnar. Delivery of the Goods and Transfer of Property and Risk 
in the Law of Sale. Stockholm: P. A. Norstedt & Soners Forlag, 1954. 151p. 
(Institut for Rattsvetenskaplig Forskning, v.5.) 

——. “Uniform Law of International Sales of Goods.” 1958 J. Bus. L. 131- 
40 (1958). 

Lalive, P. A. Transfer of Chattels in the Conflict of Laws, a Comparative Study. 
Oxford: Clarendon Press, 1955. 200p. 

Lando, Ole. “Scandinavian Conflict of Law Rules Respecting Contracts.” 6 Am. 

J. Comp. L. 1-26 (1957). 














432 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


“Ocean Bills of Lading and Some Problems of Conflict of Laws.” 58 Colum. 
L. Rev. 212-33. (1958). 

Schwind, M. A. “F.A.S. Clauses in American and Comparative Law.” Note. 32 
N.Y.U.L. Rev. 1247-60 (1957). 

University of Michigan, Summer Institute on International and Comparative 
Law, 1949. Lectures on the Conflict of Laws and International Contracts. 
Ann Arbor: University of Michigan Law School, 1951. 200p. 

Wortley, B. A. “Uniform Law on International Sales of Goods.” 7 Int’l & Comp. 
L.Q. 1-21 (1958). 

Yiannopoulos, A. N. “Conflicts Problems in International Bills of Lading: Valid- 
ity of ‘Negligence’ Clauses.” 18 La. L. Rev. 609-27 (1958). 

Zaphiriou, G. A. Transfer of Chattels in Private International Law, a Compara- 
tive Study. London: University of London, 1956. 227p. (University of 
London Legal Series, 4.) 


TaxaTION OF ForEIGN TRADE 


Baker, Russell. “Federal Taxation of Income From Foreign Sources.” 8 Tax 
Executive 1-36 (1956). 

Baker, Russell, and Meek, M. R. “Tax Problems of Doing Business Abroad— 
Some Practical Considerations.” 1957 Wis. L. Rev. 75-135 (1957). 

Baker, W. R. “Foreign Holding Companies and Foreign Tax Credits.” 34 Taxes 
746-53 (1956). 

Blough, Roy. “United States Taxation and Foreign Investment.” 11 J. Finance 
180 (1956). 

Brainerd, A. W. “Computing Foreign-Tax Credit Made Easy—Subsidiary vs. 
Branch Questions Simplified.” 6 J. Taxation 308-10 (1957). 

. “United States Income Taxation of the Foreign Holding Company.” 
34 Taxes 231-66 (1956). 

Braun, E. J. “Netherlands Internal Revenue Code.” 33 Taxes 766-72 (1955). 

Cameron, Alexander. “Tax Considerations in Organizing a Business Abroad.” 
J. Accountancy, July 1958, pp. 45-50. 

Coe, C. E. Bibliography of Accounting and Tax Articles. 3d ed. Inglewood, 
Calif.: 1955. Looseleaf. 

Diamond, W. H. Digest of Brazilian Taxes and Business Organization. N.Y.: 
Bender, 1956-date. Looseleaf. 

. Foreign Tax and Trade Briefs. N.Y.: Fallon Law Book Co., 1952-date. 

Looseleaf. 

. French Taxes and Business Organization. N.Y.: Bender, 1958. 

Due, J. F. Sales Taxation. Urbana: University of Illinois Press, 1958. 457p. 

[Foreign Income Tax Credit”] 37 Chi. B. Rec. 219-24, 273-74, 276, 371-74 (1956). 
(Thompson, Smith (U.S.); Giese, M. J. (Brazil); Fliegel, E. K., and Heindl, 
W. A. (Canada).) 

Foreign Tax Law Association, Inc. Foreign Income Tax Reporter Services. N.Y.: 
Looseleaf. (Now available for 57 countries.) 

Foreign Tax Law Weekly Bulletin. N.Y.: Foreign Tax Law Association, Inc., 
1950-date. 

Gallagher, W. C. “United States Foreign Income Tax Credits.” 37 Chi. B. Rec. 
455-58 (1956). 

Gumpel, H. J. “Taxation of American Income and Business in Mexico.” 36 Taxes 
427-36, 464 (1958). 

Harvard Law School, International Program in Taxation. World Tax Series. 
Boston: Little, Brown, 1957-date. (Now includes: Taxation in the United 

Kingdom; Taxation in Brazil; Taxation in Mexico; Taxation in Australia.) 










































































SPRING ] BIBLIOGRAPHY 433 


Hightower, Dwight. “Foreign Business Income and United States Taxes.” 35 
Taxes 445-58, 486 (1957). 

———. “Some Tax Problems Involved in Doing Business Outside of the United 
States—Possibilities for Mitigation of Tax Liability.” 3 Marquette Univer- 
sity Institute on Taxation 123-30 (1953). 

. “United States Taxation of Foreign Income Under the Internal Revenue 
Code of 1954.” 4 Marquette University Institute on Taxation, 179-207 (1954). 

Hightower, Dwight, and Schmidt, Lajos. “A Tax Incentive for Individual For- 
eign Investment.” 34 Taxes 7-15 (1956). 

Kaczmarek, J. M. Z. “Tax Saving Incentives to Foreign Trade.” 47 Geo. L.J. 
88-106 (1958). 

Meek, M. R. “Organization and Operation of a Base Company in Foreign Trade.” 
39 Chi. B. Rec. 403-07 (1958). 

Munsche, R. C. “Need for an International Business Corporation Concept.” 33 
Taxes 487-93 (1955). 

Seghers, P. D. “Foreign Trade and Federal Taxes—Present and Prospective.” 
25 Fordham L. Rev. 47-61 (1956). 

Surrey, S. S. “Current Issues in the Taxation of Corporate Foreign Investment.” 
56 Colum. L. Rev. 815-59 (1956). 

Swanson, H. P. “Tax Problems Confronting American Foreign Trade.” 36 
Taxes 58-62 (1958). 

U.N. Dep’t of Economic Affairs. International Tax Agreements. N.Y.: 1948- 
date. 

U.S. Treasury Dep’t Library. Taxation Abroad, 1950/1955—A Bibliography. 
Compiled by Violet E. Winter. Washington: 1956. 28p. 

Taxation Abroad, 1956-6/30/1958—A Bibliography. Compiled by 
Violet E. Winter. Washington: 1958. 14p. 

University of Michigan, Summer Institute on International and Comparative 
Law, 1951. Lectures on Taxation of Business Enterprise. Ann Arbor, Mich.: 
University of Michigan Law School, 1952. 532p. 


Tue Export-Import BANK 


Arey, Hawthorne. History of the Operation and Policies of the Export-Import 
Bank of Washington. Washington: 1953. 175p. 

Export-Import Bank of Washington. General Policy Statement. Washington: 
Government Printing Office, 1945. 23p. 

“Status of Export-Import Bank Foreign Currency Loans—Developments Under 
Cooley Amendment to Surplus Disposal Act.” For. Comm. W., March 17, 
1958, pp. 18-19. 

U.S. Senate Committee on Banking and Currency. Legislative History of the 
Export-Import Bank of Washington, presented by Mr. Capehart. Washing- 
ton: Government Printing Office, 1954. 20p. 








LiceNsING Know-How, Patents, AND TRADE-Marxs ABROAD 


Bucknam, R. E. “How To Save on Foreign Patent Applications.” 37 J. Pat. Off. 
Soc’y 400-04 (1955). 

Callmann, Rudolf. “Worldmarks and the Antitrust Laws.” 11 Vand. L. Rev. 515- 
41 (1958). 

Eckstrom, L. J. Licensing in Foreign Operations. Essex, Conn.: Foreign Opera- 
tions Service, Inc., 1958. Looseleaf. 

Goldman, B. M. “Anticipatory Value of Foreign Patents.” 37 J. Pat. Off. Soc’y 

405-14 (1955). 












434 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


Graham, J. H. “Footnotes on Foreign Patent Practice.” 39 J. Pat. Off. Soc’y 
623-34 (1957). 

Kemman, H. A. “Foreign Patent Relations.” 40 J. Pat. Off. Soc’y 527-52 (1958). 

Patent and Trade Mark Review. N.Y.: Richards & Co., 1902-date. 

Ravenscroft, B. G. “Protection of Trade Marks in Foreign Countries.” 38 J. Pat. 
Off. Soc’y 618-46 (1956). 

Trademark Reporter. N.Y.: United States Trademark Association, 1911-date. 

Vernon, Raymond. The International Patent System and Foreign Policy—Study 
No. 5 of the Subcommittee on Patents, Trademarks and Copyrights of the 
U.S. Senate Committee on the Judiciary 85th Cong., 1st Sess. Washington: 
Government Printing Office, 1957. 52p. 


Operatinc A CorporaATE ENTERPRISE ABROAD 


Baker, W. R. “Formation and Operation of a Venezuelan Corporation.” 31 Tul. 
L. Rev. 261-82 (1957). 

Business International. Investing and Licensing Conditions in 32 Leading World 
Markets. N.Y.: 1958. 

——. Selection, Training and Compensation of Overseas Managers. N.Y.: 
1958. 

Crawford, H. P. “Initiation and Organization of a Business in Latin America.” 
31 Tul. L. Rev. 233-60 (1957). 

Fenn, D. H., Jr. Management Guide to Overseas Operations: Business Looks 
Abroad at Its Opportunities and Responsibilities. N.Y.: McGraw-Hill, 
195—. 312p. 

Foreign Tax Law Association, Inc. Foreign Commercial and Business Law Serv- 
ices. N.Y.: Looseleaf. (Now available for 11 countries.) 

Gower, L. C. B. “Some Contrasts Between British and American Corporation 
Law.” 69 Harv. L. Rev. 1369-1402 (1956). 

Guevara, Sulpicio. “Rights, Powers and Liabilities of Foreign Corporations in 
the Philippines.” 32 Phil. L. J. 632-52 (1957). 

Horn, P. V. Latin American Trade and Economics. N.Y.: Prentice-Hall, 1949. 
682p. 

Lee, E. G. “Proposal for the Alleviation of the Effects of Foreign Expropriatory 
Decrees upon International Investments.” 36 Can. B. Rev. 351-59 (1958). 
National Planning Association. Case Studies in United States Business Perform- 
ance Abroad. Washington, 1953-58. (Each study has separate title: (1) Sears 
Roebuck de Mexico, S.A.; (2) Casa Grace in Peru; (3) The Philippine 
American Life Insurance Company; (4) The Creole Petroleum Corporation 
in Venezuela; (5) The Firestone Operations in Liberia; (6) Stanvac in 

Indonesia; (7) The United Fruit Company in Latin America.) 

U.N. Economic and Social Council, Economic Commission for Asia and the 
Far East. Foreign Investment Laws and Regulations of the Countries of 
Asia and the Far East. N.Y.: 1951. 88p. 


Foreicn Businesses OPERATING IN THE U.S. 


Alexander, J. H. “Foreign Personal Holding Companies and Foreign Corpora- 
tions That Are Personal Holding Companies.” 67 Yale L.J. 1173-1203 (1958). 

Berman, Joseph, and others. “The Alien and the Federal Tax Law.” 40 Marq. 
L. Rev. 383-405 (1957). 

Mayer, Emilio. “Complicated Rules Govern Income Taxation of Visiting For- 

eign Businessmen.” 5 J. Taxation 111-13 (1956). 

























































SPRING] BIBLIOGRAPHY 435 


Rado, A. R. “Foreign Investment Companies and Sub-chapter G Penalties.” 
35 Taxes 423-29 (1957). 

Schneider, Henry. “Aliens and the United States Income Tax—1956.” 34 Taxes 
583-612 (1956). 


Monetary Pros_eMs IN INTERNATIONAL COMMERCE 


Baker, I. F. G. “Foreign Currency Obligations.” 35 Can. B. Rev. 697-720 (1957). 

Bronz, George. “Conversion of Foreign Currency in Customs Administration.” 
34 Texas L. Rev. 78-102 (1955). 

Currey, J. C. “United Kingdom Exchange Control and the Exporter.” 1958 J. 
Bus. L. 281-85 (1958). 

Dach, Joseph. “Conversion of Foreign Money.” 3 Am. J. Comp. L. 155-85 
(1954). 

Evan, Charles. “Rationale of Valuation of Foreign Money Obligations.” 54 Mich. 
L. Rev. 307-62 (1956). 

Foreign Exchange Rates Certified by Federal Reserve Bank to Treasury. Weekly 
Record. (In Monday numbers of Commercial and Financial Chronicle.) 
Fousek, P. G. Foreign Central Banking—The Instruments of Monetary Policy. 

N.Y.: Federal Reserve Bank of New York, 1957. 116p. 

Glazer, J. H. “A Functional Approach to the International Finance Cooperation.” 
57 Colum. L. Rev. 1089-112 (1957). 

“Income Tax Consequences of Fluctuations in Foreign Exchange.” Note. 1955 
U. Ill. L-F. 595-610 (1955). 

International Monetary Developments. In each issue of Federal Reserve Bank 
of New York, Monthly Review. 

International Monetary Fund. Annual Meeting of Board of Governors, Summary 
Proceedings. Washington: 1946-date. 

. Annual Report of the Executive Director. Washington: 1947-date. 

——. By-Laws and Rules and Regulations. Washington: 1947. 

———. Report on Exchange Restrictions. Washington: 1951-date. 

———. Staff Papers. Washington: 1950-date. 

Mann, F. A. The Legal Aspect of Money With Special Reference to Compara- 
tive, Private, and Public International Law. 2d. ed. Oxford: Clarendon 
Press, 1953. 488p. 

Meyer, B. S. “Recognition of Exchange Controls After the International Mone- 
tary Fund Agreement.” 62 Yale L.J. 867-910 (1953). 

Mikesell, R. F. The Emerging Pattern of International Payments. Princeton, 
N.J.: International Finance Section, Dep’t of Economic and Social Institu- 
tions, Princeton University, 1954. 26p. (Essays in International Finance, no. 
18.) 

Mikesell, R. F. Foreign Exchange in the Postwar World. N.Y.: Twentieth 
Century Fund, 1954, 658p. 

Mitchell, J. W. “American Judgments in Suits Involving Foreign Currencies.’ 
34 Texas L. Rev. 457-71 (1956). 

National Advisory Council on International Monetary and Financial Problems. 
Report. Washington: Government Printing Office, 1946-date. 

Nussbaum, Arthur. Money in the Law National and International. Brooklyn: 
Foundation Press, 1950. 618p. 

Pendleton, Edmund, Jr. “Foreign Currency Loans to Private Business.” Com- 
mercial and Financial Chronicle, Mar. 20, 1958, pp. 1-8. 

Rabinovitch, L. A. “France: Monetary Clauses in International Contracts.” 5 

Am. J. Comp. L. 504-12 (1956). 





? 














436 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


Stanley, A. O. “Getting the Cash From Your Overseas Sales.” 71 Duns. R. & 
Mod. Ind., Mar. 1958, pp. 87-97. 

United Nations Monetary and Financial Conference, Bretton Woods, N.H. 1944. 
International Monetary Fund Articles of Agreement between the United 
States of America and Other Powers . . . Signed at Washington Dec. 27, 
1945. Washington: Government Printing Office, 1946. 43p. (U.S. Dep’t of 
State. Treaties and Other International Acts series 1501.) 

United Nations Monetary and Financial Conference, Bretton Woods, N.H. 1944. 
Proceedings and Documents. Washington: Government Printing Office, 
1948. 2v. (U.S. Dep’t of State. International Organization and Conference 
series I, 3.) 


RecionaL MarKet ARRANGEMENTS 


American Management Association. The European Common Market—New 
Frontier for American Business. N.Y.: 1958. 220p. (A.M.A. Management 
Report Series, no. 18.) 

Baker, Russell. “How American Business Can Profit From European Common 
Market.” Comm. & Fin. Chr., Jan. 23, 1958, pp. 383, 431-33. 

Fenwick, C. G. “Inter-American Regional System: Fifty Years of Progress.” 
50 Am. J. Int'l L. 18-31 (1956). 

Leyden. Rijksuniversiteit. Volkenrechtelijk Dispuut “Professor Telders.” United 
Nations Textbook; Texts of Important U.N. Documents With Annotations 

. and Texts of Modern Regional Pacts .. . 3d. rev. & enl. ed. Leiden: 
Leiden University Press, 1958. 442p. 

Mitchell, J. W. “Idea of the General Agreement on Tariffs and Trade and of 
the Organization for Trade Cooperation.” 34 Texas L. Rev. 926-34 (1956). 

Moffett, J. A. “American Investments and the Common Market.” Comm. & Fin. 
Chr., May 8, 1958, p. 2075. 

Organization for European Economic Cooperation. European Monetary Agree- 
ment, Paris, August 5, 1955. Paris: 1955. 

. OEEC Bibliographies. Paris: 1955-56. 3v. 

———. The Organisation for European Economic Co-operation; History and 
Structure; 5th ed. Paris: 1956. 45p. 

———. [Annual] Report. Paris: 1948-date. 

Seyid Muhamnad, V. A. The Legal Framework of World Trade. N.Y.: Praeger, 
1958. 316p. 





Antitrust LAw AND INTERNATIONAL TRADE 


Brewster, Kingman. Antitrust and American Business Abroad. N.Y.: McGraw- 
Hill, 1958. 509p. 

Brewster, Kingman. “Extraterritorial Effects of the U.S. Antitrust Laws: An 
Appraisal.” 11 A.B.A. Antitrust Section Report 65-74 (1957). 

Carlston, K. S. “Foreign Economic Policy and the Antitrust Laws.” 40 Minn. L. 
Rev. 125-43 (1956). 

Dean, A. H. “Extraterritorial Effects of the U.S. Antitrust Laws: Advising the 
Client.” 11 A.B.A. Antitrust Section Report 88-102 (1957). 

Friedmann, Wolfgang, ed. Antitrust Laws—A Comparative Symposium. Toronto: 
Carswell, 1956. 635p. (University of Toronto, Faculty of Law, Comparative 
Law Series, v. 3.) 

Fugate, W. L. Foreign Commerce and the Antitrust Laws. Boston: Little, 
Brown, 1958. 384p. (Trade Regulation series.) 

Hoff, G. G. “Export Associations: Antitrust Immunity.” 4 N.Y.L.F. 141-69 

(1958). 




































































SPRING] BIBLIOGRAPHY 437 


Kramer, J. V. H. “Application of the Sherman Act to Foreign Commerce.” 41 
Mara. L. Rev. 270-83 (1957-58). 

Kronstein, Heinrich. Modern American Anti-Trust Law—A Guide to Its Do- 
mestic and Foreign Application. N.Y.: Oceana, 1958. 319p. 

Linowitz, S. M. “International Businessman Meets the Antitrust Laws.” 41 
Cornell L.Q. 215-23 (1956). 

Oliver, C. T. “Extraterritorial Application of United States Legislation Against 
Restrictive or Unfair Trade Practices.” 51 Am. J. Int’l L. 380-85 (1957). 
Rotondi, Mario. “Unfair Competition in Europe.” 7 Am. J. Comp. L. 327-49 

(1958). 

U.S. Attorney General’s National Committee to Study the Antitrust Laws. Re- 
port. Washington: Government Printing Office, 1955. 393p. 

U.S. Senate Committee on the Judiciary. A Study of the Antitrust Laws— 
Hearings Before the Subcommittee on Antitrust and Monopoly of the Com- 
mittee of the Judiciary, 84th. Congress, Ist. Sess., pt. IV (Foreign Trade). 
Washington: Government Printing Office, 1956. pp. 1549-1904. 

Walker, Herman, Jr. “Provisions on Companies in United States Commercial 
Treaties.” 50 Am. J. Int'l L. 373-93 (1956). 

Wengler, Wilhelm. “Laws Concerning Unfair Competition and the Conflict of 
Laws.” 4 Am. J. Comp. L. 167-88 (1955). 


SETTLEMENT oF DisPuTEsS 


American Arbitration Association. Arbitration Bibliography. N.Y.: 1954. 92p. 

Bayitch, S. A. “Treaty Law of Private Arbitration.” 10 Arb. J. 188-95 (1955). 

Castel, J. G. “Jurisdiction and Money Judgments Rendered Abroad, Anglo- 
American and French Practice Compared.” 4 McGill L.J. 152-203 (1958). 

Cohn, E. J. “Arbitration Under the Rules of the International Chamber of Com- 
merce.” 224 L.T. 4-5 (1957). 

Delaume, G. R. “Jurisdiction of Courts and International Loans.” 6 Am. J. 
Comp. L. 189-214 (1957). 

Domke, Martin. “Enforcement of Foreign Arbitral Awards in the United States.” 
13 Arb. J. 91-97 (1958). 

, ed. International Trade Arbitration—A Road to World-Wide Coopera- 

tion. N.Y.: American Arbitration Association, 1958. 311 p. 

. “Settlement of International Investment Disputes.” 12 Bus. Law. 264-71 
(1957). 

Drachsler, L. M. “Frustration of Contract: Comparative Law Aspects of Reme- 
dies in Case of Supervening Illegality.” 3 N.Y.L.F. 50-84 (1957). 

Looper, R. B. “Counterclaims Against a Foreign Sovereign Plaintiff.” 50 Am. J. 
Int'l L. 647-53 (1956). 

McConaughy, J. B. “International Law as Practiced in State Courts.” 10 S.C.L.Q. 
189-224 (1958). 

McKenzie, J. C., and Sarabia, A. R. “Pleading and Proof of Alien Law.” 30 Tul. 
L. Rev. 353-76 (1956). 

Mitchell, J. W. “American Judgments in Suits Involving Foreign Currencies.” 
34 Texas L. Rev. 457-71 (1956). 

The Preventive Law of Conflicts (Symposium). 21 Law & Contemp. Prob. 429- 
605 (1956). (Smitthoff, C. M., “Conflict avoidance in practice and theory”; 
Sommers, Davidson and others, “Conflict Avoidance in International Loans 
and Monetary Agreements”; Meinhardt, Peter, “Conflict Avoidance in the 
Law of Patents and Trade-marks”; Batiffol, Henri, “Conflict Avoidance in 

European Law”; Lederman, W. R., “Conflict Avoidance by International 

Agreement.”) 














438 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


Stern, W. B. “Foreign Law in the Courts: Judicial Notice and Proof.” 45 Calif. 
L. Rev. 23-48 (1957). 

U.N. Secretariat. Commentary on the Draft Convention on Arbitral Procedure 
Adopted by the International Law Commission at Its Fifth Session. N.Y.: 
1955. 260p. 

. Systematic Survey of Treaties for the Pacific Settlement of Internatoinal 
Disputes, 1928-1948. Lake Success, N.Y.: 1948. 1201p. 

Walker, Herman, Jr. “Commercial Arbitration in United States Treaties.” 11 
Arb. J. 68-84 (1956). 

Wilson, R. R. “Access-to-Court Provisions in United States Commercial 
Treaties.” 47 Am. J. Int’l L. 20-48 (1953). 

















NOTES ON CONTRIBUTORS 


HAROLD M. MAYER. Professor Mayer received his M.S. from Wash- 
ington University, St. Louis, in 1937, and his Ph.D. from the University of 
Chicago in 1943. During the war, he was a geographer with the Office of 
Strategic Services, and from 1945-48 he was Chief of Research, Philadelphia 
City Planning Commission. He was Director of Research, Chicago Planning 
Commission, from 1948-50, and from 1952-53, he served as a member of the 
Chicago Regional Port District Board. He has been a Professor of Geography 
at the University of Chicago since 1950. He has served widely as a city 
planning consultant. He is author of the Port of Chicago and the St. Lawrence 
Seaway, published by the University of Chicago Press in 1957, as well as of 
numerous articles. 


MAXWELL COHEN. Professor Cohen is a member of the law faculty 
at McGill University, Montreal. He has served as President of the Canadian 
Branch, International Law Association, and he is a member of the bars of 
Quebec and Manitoba. 


GILBERT W. NADEAU. Laval University, Quebec, has granted Mr. 
Nadeau three degrees, the B.A. and B.Ph. in 1940, and the LL.L. degree in 
1947. He did postgraduate work in law and business at Columbia University. 
Between 1948 and 1954, Mr. Nadeau served as legal adviser of the Air Trans- 
port Board of Canada and was Canadian representative on the Legal Com- 
mittee of the International Civil Aviation Organization. In 1954 he was 
appointed secretary and legal adviser of the St. Lawrence River Joint Board 
of Engineers, Canadian Section. At present he is special assistant to the Deputy 
Minister of Transport. Mr. Nadeau is a member of the Quebec bar, the 
Canadian Bar Association, and a Council Member of the Canadian Branch, In- 
ternational Law Association. 


ROSALEEN C. SKEHAN. Miss Skehan was educated at Hunter College 
and at Brooklyn Law School, St. Lawrence University. She is a member of 
the New York bar. In 1942 she joined the Port of New York Authority as 
an attorney and was appointed assistant general counsel in 1952. She participated 
in the drafting of the Waterfront Compact and.served as special counsel to 
the Waterfront Commission of New York Harbor during its organizational 
period in 1953. 


MICHAEL J. MURPHY. Mr. Murphy recently accepted appointment 
as Chief of Staff of the New York City Police Department. Prior to that, 
from 1956-59, he was Executive Director of the Waterfront Commission of 
New York Harbor. He received his LL.B. from Brooklyn Law School in 1946 
and is a member of the New York bar. He was formerly Assistant Dean for 
Police Science in the Baruch School for Business and Public Administration, 
College of the City of New York (1954-55), and served as Commanding 
Officer, Police Academy, New York City Police Department, from 1954-55. 


STUART D. BRADLEY. Mr. Bradley, senior member of the firm of 
Bradley, Pipin, Vetter and Eaton, is engaged in the practice of admiralty law 
in Chicago. He received his J.D. from the University of Chicago in 1930. 
He is Chairman of the Admiralty Committee of the Chicago Bar Association, 
and from 1948-52 served as Chairman of the Harbors and Waterways Com- 
mittee of the Chicago Association of Commerce and Industry. He is a member 
of the American, Illinois State, and Chicago bar associations, and he has written 
extensively in magazines and law reviews on maritime subjects. 


439 











440 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


C. DOUGLAS DILLON. Formerly head of Dillon, Read & Co., Inc., 
New York City, and United States Ambassador to France, 1953-57, Mr. Dillon 
served as Under Secretary of State for Economic Affairs from 1957 to 1959, when 
he was named Under Secretary of State. 


RICHARD N. GARDNER. Professor Gardner received his undergradu- 
ate education at Harvard, his law degree at Yale, and the degree of Doctor of 
Philosophy in Economics at Oxford. He is now Associate Professor of Law 
at the Columbia University Law School. In 1958, he was visiting professor at 
the University of Istanbul. He is Chairman of the Committee on Foreign 
Economic Cooperation, Section of International and Comparative Law, of the 
American Bar Association. He is the author of Sterling-Dollar Diplomacy, 
published by the Oxford University Press in 1956, and of numerous articles. 


WALLACE R. BAKER. Mr. Baker received both his undergraduate 
and law degrees at Harvard University. He is a member of the American, 
Illinois State, and Chicago bar associations. He has traveled widely abroad 
as partner in the firm of Baker, McKenzie & Hightower, where he specializes 
in legal problems of doing business abroad. He has also written and lectured 
in this field. Mr. Baker is Consul of Honduras in Chicago. 


NORMAN I. MILLER. Born in Bristol, England, and educated at the Uni- 
versities of Géttingen, London (B.A. and LL.B.), and Chicago (LL.M.), Mr. 
Miller is now a member of the Illinois bar and a partner in Baker, McKenzie 
& Hightower, Chicago. During a number of years as a research associate and 
fellow at the University of Chicago he did specialized research in commercial 
law, arbitration, and stock exchange practice, and his book, Judicial Process 
of the New York Stock Exchange, is soon to be published. 


DAVID M. GOODER. Mr. Gooder received his A.B. from Harvard, 
and his J.D. from Northwestern University School of Law in 1939. He is a 
member of the American, Illinois State, and Chicago bar associations, as well 
as of the American Society of International Law. He is a partner in the firm 
of Lord, Bissel & Brook, Chicago. 


JAMES R. WIMMER. Mr. Wimmer received his A.B. from Amherst 
College in 1950, and his LL.B. from Yale in 1953. He served as law clerk to 
Justice Sherman Minton of the Supreme Court of the United States, from 
1953-54. He is a partner in the firm of Lord, Bissel & Brook, Chicago. 


NATHAN N. GORDON. Mr. Gordon is a fiscal economist in the Office 
of the Secretary of the Treasury. As Chief of the International Tax Staff he is 
responsible for the staff work dealing with international tax matters, including 
negotiations at the technical level of tax conventions with other countries. He 
received his training as an economist at New York University and at the Gradu- 
ate Faculty of Columbia University. He has been an advisor to a number of 
United States delegations to various international conferences. He is a member 
of the American Economic Association. 


SAMUEL C. WAUGH. Mr. Waugh joined the First Trust Company of 
Lincoln, Nebraska, in 1913, resigning as president to become Assistant Secre- 
tary of State for Economic Affairs in 1953, and subsequently, Deputy Under 
Secretary of State for Economic Affairs, in which capacity he served until 
he became President and Chairman of the Export-Import Bank of Washington 
on October 1, 1955. He served as United States Alternate Governor, Inter- 
national Monetary Fund and the International Bank for Reconstruction and 
Development, from August 4, 1953, until September 30, 1955. He is a past 































































SPRING] NOTES ON CONTRIBUTORS 441 


president of the Nebraska Mortgage Bankers Association and has been active 
in the American Bankers Association. He has served as chairman and member 
of numerous United States delegations to international conferences. 


WILSON L. TOWNSEND. Mr. Townsend received his LL.B. degree 
from George Washington University Law School in 1913, and thereafter 
was engaged in the general practice of law in the District of Columbia and 
in Maryland until he was called to active duty with the army in 1940. After 
the war he joined the legal staff of the Export-Import Bank of Washington 
and was appointed general counsel in April 1949. He has also served the Bank 
as a director under a temporary presidential appointment from July, 1952, to 
April, 1953, and as vice-president in charge of operations from February, 1954, 
to March, 1955. He is a member of the American, District of Columbia, 
Maryland, and Federal bar associations. 


LAJOS S. SCHMIDT. Born in Budapest, Hungary, Mr. Schmidt was 
educated at the University of Munich, where he majored in political science, 
and St. Elizabeth’s, Pecs, where he obtained his degree in law. He is also a 
graduate of Chicago-Kent College of Law. Mr. Schmidt is a member of the 
American, Illinois State, and Chicago bar associations. He has traveled ex- 
tensively in Europe and Latin America and is a partner in the firm of Baker, 
McKenzie & Hightower, Chicago. 


DAVID G. MOYER. Mr. Moyer received both his undergraduate and 
law education at the University of Illinois. After several years of private law 
practice, Mr. Moyer joined the law department of International Harvester Co. 
in 1934, becoming general attorney for the company in 1944 and general 
counsel on January 1, 1957. On December 19, 1957, he was elected vice-president 
and general counsel. He is a member of the American, Illinois, and Chicago bar 
associations. 


SMITH THOMPSON. Mr. Thompson received his undergraduate edu- 
cation at Georgetown University, where he attended the School of Foreign 
Service, and his LL.B. from the University of Virginia in 1953. He is en- 
gaged in the general practice of law in Chicago. He is a member of the 
Chicago Bar Association and of its International and Foreign Law Committee. 


STANLEY D. METZGER. Mr. Metzger received both his undergradu- 
ate and legal education at Cornell University. He is a member of the bars of 
New York and of the Supreme Court of the United States. He is now As- 
sistant Legal Advisor for Economic Affairs of the Department of State, and 
he is also adjunct professor of law at Georgetown Law Center. He has served 
as an attorney in various federal agencies since 1939, and is the author of 
articles and book reviews in legal and other publications. He has been a 
member of the United States delegations to a number of international con- 
ferences on tin, rubber, and wheat; he has participated in conferences on 
Latin-American economic problems held at Bogota and Buenos Aires; the 
Suez Canal Conferences in 1956; the Japanese Peace Treaty Conferences of 
1951; the Industrial Property Convention of 1958, as well as others. 


RICHARD G. BIRNBERG. Following completion of his undergraduate 
work at Columbia and receipt of his M.A. from the University of Chicago in 
1948, Mr. Birnberg taught at Carleton College until 1951. He has been with the 
Economic Cooperation Administration and its successor economic agencies, now 
the International Cooperation Administration, since that time. He has participated 
in planning and programming of aid to Iceland, Norway, African dependent 
territories, Greece, and Iran. He has frequently traveled abroad on assignments, 











































442 LEGAL PROBLEMS OF INTERNATIONAL TRADE [Vot. 1959 


and in 1955 participated in Africa and in London in the negotiation of a technical 
cooperation agreement with Kenya and Uganda. 


A. M. STRONG. After a long career in banking, Mr. Strong established 
himself as an international] business consultant in Chicago. He served with 
the Bank of United States in New York, 1916-30, and was vice-president in 
charge of the foreign department, 1926-30. From 1931-32, he was with the 
New York State Banking Department, and from 1933-45, he was vice-president 
and manager of the foreign department of the Public National Bank and 
Trust Co., New York. He came to Chicago in 1945 and joined the American 
National Bank and Trust Co. as vice-president in charge of the foreign de- 
partment, in which capacity he served until 1955. He has been chairman of 
the International Trade Committee of the Illinois Manufacturers’ Association 
since 1952, and Chairman of the Importers’ Association of Chicago since 1953. 


ROBERT B. LOOPER. Professor Looper received his undergraduate 
degree from Yale University, his law degree from the University of Oklahoma, 
and the degree of Doctor of Philosophy from Oxford. He is a barrister-at- 
law of the Middle Temple, London, and has been admitted to practice in 
Oklahoma and Illinois, and before the Supreme Court of the United States. 
He formerly was engaged in general practice in Oklahoma City and has been 
at the University of Illinois since 1956. 


WILBUR L. FUGATE. Mr. Fugate received his B.A. from Davidson 
College, his LL.B. from the University of Virginia, and his LL.M. and S.J.D. 
from George Washington University. He is a member of the Virginia, West 
Virginia, and United States Supreme Court bars. He has been a trial attorney 
with the Antitrust Division of the United States Department of Justice since 
1948. He has served as the Department of Justice Liasion on Foreign Trade 
Problems to the Attorney General’s National Committee to Study the Anti- 
trust Laws. His book, Foreign Commerce and the Antitrust Laws, was pub- 
lished by Little, Brown & Co. in 1958. 


MARTIN DOMKE. Mr. Domke is International Vice President of the 
American Arbitration Association and adjunct associate professor of law at 
New York University. He is a member of the Committee on Foreign Law of 
the Association of the Bar of the City of New York, a member of the Execu- 
tive Committee of the American Branch of the International Law Association, 
a member of the General Council of the American Foreign Law Association, 
and a Director of the Consular Law Society. From 1952 until 1957 he was a 
special editor of the American Journal of Comparative Law. He has written 
extensively on arbitration and comparative law. 


ROBERT CHARLES KELSO. Mr. Kelso was educated at the University 
of Illinois, John Marshall Law School, and at Goethe University, Frankfurt. 
He practiced law in Illinois and Arizona before going to Germany in 1951 
as special counsel in European law for the Department of Defense. Since his 
return to the United States in 1956 he has been associate professor of inter- 
national law at the American Institute for Foreign Trade and engaged in 
private law practice with the firm of Lewis, Roca, Scoville, Beauchamp & 
Linton, Phoenix. He has written in the fields of foreign trade law and legal 
problems arising out of the industrial use of atomic energy. 


PAULINE A. CARLETON. Miss Carleton received her A.B. from 
Middlebury College and her B.S. in library science from Columbia University. 
She has been with the law libraries of Ohio State University and the University 
of Oklahoma, and is now Assistant Law Librarian at the University of Illinois. 




























UNIVERSITY OF ILLINOIS 


Law Forum 


VOLUME 1959 SPRING, 1959 NUMBER 1 








_ The student section of the Law Forum is the responsibility of the Board of Student 
Editors of the College of Law. The Law Forum is a member of the National Con- 
ference of Law Reviews. 





BOARD OF STUDENT EDITORS 


HEIN JUERGENSEN 
Editor-in-Chief 


James G. ARCHER Joun F. McNett 
Associate Editor Associate Editor 
C. Lee Cook, Jr. ALLAN J. RENICHE 
Assistant Editor Assistant Editor 
EDITORS 
Donald E. Andrews William E. Getzen 
Fred H. Bartlit, Jr. C. Richard Gruny 
Ralph L. Brill Ronald J. Jaicomo 
Thomas E. Chilcott Anthony J. Pauletto 
Paul W. Clevenger Kenneth F, Ritz 
C. W. Fechtig Jack Waaler 
Ronald H. Galowich Carl F. Wrench 
CANDIDATES 
Rodney O. Thorson R. James Lannon, Jr. 


Lee A. Boye Roger M. Fitz-Gerald 














CONTENTS 


NOTES 


Warranty of Quality in International Sales—Comparison, Conflict, 
SIN 8s Soa a in Re SSRs Sha en ae ee tees 


Due to space limitations, no student material other than the 
student note will appear in this issue. The usual number of 
student comments and recent decisions have been prepared 
for publication, however, and will appear in the summer is- 
sue of the Law Forum in addition to those regularly sched- 
uled for publication in that issue. 





PAGE 


445 








Notes 


WARRANTY OF QUALITY IN INTERNATIONAL SALES— 
COMPARISON, CONFLICT, AND CONFUSION 


“Commercially no nation can long be self-sufficing. Economic forces every- 
where tend to break down political barriers and to overcome physical 
obstacles to free commercial intercourse. Commerce ever tends to become 
international, and the legal questions to which it gives rise make a knowledge 
of foreign commercial laws of compelling practical importance. .. .” 


An area of international trade law that should be of particular importance to the 
foreign trader is the warranty of quality in sales, for few fields of the law involve 
more claims or more litigation, and few problems have received such varied 
solutions by the courts.” 

It has been asserted that the historical starting point of the law of warranty 
of quality in both the common law and the civil law is the doctrine of caveat 
emptor. However, in more modern times this approach is attributed only to 
the common law,‘ the civil law having substituted the doctrine of respondeat 
venditor.5 The two legal systems differ not only in regard to their policy ap- 
proach to the warranty, but also in regard to the underlying theoretical basis. 
Under the civil law the warranty of quality has always been based solely on 
contract. The common-law warranty, although initially founded in tort, has 
become so confused, primarily because of procedural complications, that it is now 
thought of as resting neither fully in tort nor contract.? Williston regards it as 
quasi-tort or quasi-contract and concludes that “the elements of a warranty are 
broader than those of contract.” ® It may perhaps best be described at common 
law as sui generis.® 

With these basic differences in mind, it might be expected that the warranty 
of quality under the common law would have little in common with the warranty 
under the civil law. Although this was true in the seventeenth and eighteenth 
centuries,!° today the concepts found in the two great legal systems seem to be 


11 THe ComMerctaL Laws or THE WorLp at vin (1911). 

2 Morrow, Warranty of Quality: A Comparative Survey, 14 Tut. L. Rev. 327 
(1940). 

$3 WiLuisTon, SAEs § 609 (rev. ed. 1948). This does not mean that the civil law 
applied caveat emptor or the doctrine of buyer beware as we think of it today. “It is 
one thing to say that in a primitive, non-trading period the vendee’s remedies were 
limited in scope .. . and quite another to link an English doctrine caveat emptor which 
originated in the 16th century and the growth of which coincided with trade expansion 
and the economic philosophy of individualism, with the pastoral, agrarian time.” Morrow, 
supra note 2, at 347. 

*See Hamilton, The Ancient Maxim Caveat Emptor, 40 Yate L.J. 1133 (1931). 

5 CuaLmers, SALE oF Goons 53 (13th ed. 1957). 

® Rabel, The Nature of Warranty of Quality, 24 Tux. L. Rev. 273, 280 (1950). 

TI bid. Originally the remedy was a tort action for deceit, but in 1778 the contract 
action of assumpsit was introduced and the latter action was soon used almost exclusively. 

81 WILLISTON, Op. cit. supra note 3, at 508. 

® Warts, Sates 195 (2d ed. 1938). “The seller’s warranty is a curious hybrid of 
tort and contract, unique in the law.” Prosser, Torts 493 (2d ed. 1955). 

10 Chandelor v. Lopus, 79 Eng. Rep. 3 (Ex. 1603), which laid down the rule that 
a seller was not responsible for his wares was followed with little change until the 
latter part of the 19th century. This rule was of course at considerable disparity with 
the civil-law doctrine of that era which afforded protection to the buyer. See generally 
ZULUETA, THE RoMAN Law oF SALE (Ist ed. 1945). 
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much closer. The closing of the gap began in the nineteenth century, when com- 
mercial relations between the nations of the common law and civil law became 
more and more frequent, and the application of caveat emptor to sales of goods 
abroad met with increasing resistance based primarily on its dubious morality. 
Eventually the objections to this rule at home and abroad resulted in its practical 
abrogation in the British Sale of Goods Act 12 and the Uniform Sales Act, which 
has been adopted by the vast majority of states in the United States.!8 It is true 
that the doctrine is still stated as the basic principle of the common law, but 
the exceptions have so seriously undermined the rule that such statements often 
seem to be little more than lip service.45 Care must be taken, however, not to 
completely equate the substantive provisions of warranty in the common law 
and the civil law because major differences are still in evidence. 


CommMon-Law Nations 


A study of the warranty of quality in the common-law countries is facilitated 
by the acceptance the British Sale of Goods Act has received in other common- 
law jurisdictions. In less than a decade after its passage, the Commissioners on 
Uniform State Laws in the United States approved the Uniform Sales Act which 
closely parallels the British act. Neither of these sales acts attempted to introduce 
new concepts, but rather codified the judicial concepts current at that time.!7 
Since the acts are so similar, duplication will be avoided by confining the dis- 
cussion to the American Uniform Sales Act and merely noting the English ex- 
ceptions thereto. 

The definition of express warranty in section 12 of the Uniform Sales Act 
needs little explanation. “Any affirmation of fact or any promise by the seller 
relating to the goods is an express warranty if the natural tendency of such 
affirmation or promise is to induce the buyer to purchase the goods, and if the 
buyer purchases the good relying thereon. . . .”18 The retention of the tort 
aspect of warranty should, however, be noted.1® Only if the vendee purchases 


11 Radin, Natural Law and Natural Rights, 59 Yate L.J. 214, 229 (1950). It was 
not until 1810 that implied warranties of quality were first established in the common 
law. Holcombe v. Hewson, 2 Camp. 391, 170 Eng. Rep. 1194 (K.B. 1810). 

12 The Sale of Goods Act, 1893, 56 and 57 Vict., c. 71; Radin, supra note 11, at 229. 
The British act has been adopted by Canada, Australia, New Zealand, and other British 
Dominions. FaLconsripce, SALE or Goons 2 (1947). 

18 The Uniform Sales Act has been adopted by 37 states. Prosser, op. cit. supra 
note 9, at 494. 

14“There is no implied warranty or condition as to the quality or fitness for any 
particular purpose of goods supplied under a contract to sell or a sale, except as follows. 
...” Untrorm Sates Act § 15; The Sale of Goods Act, 1893, 56 & 57 Vict. 14, c. 71. 

15 Morrow, supra note 2, at 342. 

16] WILLISTON, OP. cit. supra note 3, at 583. Considerable effort is currently being 
expended towards the adoption of a Uniform Commercial Code in the several states of 
the United States. The Uniform Commercial Code provisions on warranty are §§ 2-313 
to 2-318 inclusive. For a comparison of the Uniform Commercial Code and the Uni- 
form Sales Act provisions on warranty of quality, see Note, Sales Warranties Under the 
Pennsylvania Uniform Commercial Code, 15 U. Prrr. L. Rev. 331 (1954). 

17 Prosser, The Implied Warranty of Merchantable Quality, 27 Minn. L. Rev. 117 
(1943). 

18 Unirorm Sates Act § 12. 

19 Reliance was an essential element in the tort action of deceit. Prosser, Torts 
$ 89 (2d ed. 1955). 














SPRING] NOTES 447 


the goods in reliance upon the affirmation of fact or promise will the courts re- 
gard it as an express warranty. The section also makes it clear that a statement 
purporting to be merely the seller’s opinion is not a warranty.2° The British Act 
defines warranty as “an agreement with reference to goods which are subject 
of a contract of sale, but collateral to the main purpose of the contract.” 24 This 
definition is much narrower than the American concept of “warranty,” which 
includes all material promises regardless of whether or not they are collateral. 
The British act, however, defines “condition” broadly so that it is used not only 
in the traditional sense but also in the sense of a promise.22 Thus, non-collateral 
promises that are termed “warranties” under the Uniform Sales Act will be 
treated as “conditions” under the British act. Since the remedies for breach of 
“condition” in England are somewhat similar to those for breach of “warranty” 
in the United States, the ultimate effect of this difference in terminology between 
the two acts is not great.28 What differences do exist will be discussed subse- 
quently during the examination of available remedies. 

The principal section of the Uniform Sales Act pertaining to implied war- 
ranty of quality is section 15. This provides for a warranty of merchantability 
in sales by description from a seller who deals in such goods,2* and a warranty 
of reasonable fitness in cases where the seller is informed of the purpose for 
which the goods are acquired and the buyer relies on the seller’s skill or judg- 
ment.?5 It should also be noted that the tort aspect of warranty—reliance—has 
been retained for implied as well as express warranties.2® In addition to these 
provisions, the British act requires that for a condition 27 of fitness to apply, the 
goods must be of a kind which the seller supplies in his business.28 The omission 
of this requirement in the American act seems to make it more liberal, but in 
deciding the question of reliance under the American provisions, an important 
factor would seem to be whether or not the seller was a dealer, since a dealer 
would be more likely to have special skill on which a buyer would rely.?® 

Two other important provisions of this section provide that if the buyer 
examined the goods there is no warranty for defects which are discoverable ®° 
and that an express warranty does not negative an implied warranty unless in- 


20 “No affirmation of the value of the goods, nor any statement purporting to be a 
statement of the seller’s opinion only shall be construed as a warranty.” UNirorM SALES 
Acr § 12. The area of dealer talk or trade talk is thus excepted from the warranty pro- 
visions. 

21 The Sale of Goods Act, 1893, 56 & 57 Vict. 62(1), c. 71. 

22TIn the Uniform Sales Act the word “condition” is never used in the sense of a 
promise. An example of a case that would be treated as a breach of condition in England 
and as a breach of promise—not condition—in the United States is the situation where 
a seller pursuant to a contract to sell peas delivers beans instead. 1 WHuLLISTON, SALES 
§ 179 (rev. ed. 1948). 

78 One author states that the distinction between conditions and warranties is no 
longer important. 15 La. L. Rev. 858 (1955). 

% Unirorm Sares Act § 15(2). 

% Id. § 15(1). 

26 See note 19 supra. 

27 The British act is worded the same as the Uniform Sales Act except that it re- 
places the word “warranty” with “condition.” 

28 CHALMERS, SALE oF Goons § 14 (13th ed. 1957). 

291 WiLisTon, SALEs 583 (rev. ed. 1948). 

80 Unirorm Sates Act § 15(3). 
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consistent therewith.®! This latter provision seems only logical, but its importance 
will become apparent upon comparison with French law, which reaches a con- 
trary result. A literal reading of the subsection pertaining to examination seems 
to indicate that it covers actual inspection only and lays down no requirement 
of a duty to inspect if there is an opportunity to do so. The courts have not so 
construed the statute, however, and if there is an opportunity to examine, patent 
defects are not covered by warranty.?2 

Although nothing is said in the Uniform Sales Act pertaining to privity, the 
courts generally find such a requirement and refuse to allow a subvendee to bring 
an action for breach of implied warranty against the original vendor.33 This 
limitation is merely an extension of the contractual concept of privity to warranty 
actions. In earlier times this limitation was probably not objectionable because 
most sales were between the ultimate consumer and the manufacturer.3+ Today, 
this is obviously no longer true, and the American courts have recently begun 
to dispense with the requirement of privity in sales of foodstuffs and cosmetics.®5 
Nothwithstanding this recent development, the general rule still prevails that 
where there is no privity of contract, there can be no warranty.®® 

The major point of departure between the American and British acts is found 
in the remedies available to the buyer for the seller’s breach of a warranty or 
condition. In England, the buyer can recover only damages for breach of war- 
ranty,37 the remedy of rescission being available solely for breach of condition.38 
A more liberal treatment is afforded the buyer in the United States as the Uni- 
form Sales Act permits rescission for breach of warranty at the buyer’s option.3® 
This difference in available remedies is not as great as might be imagined, how- 
ever, because of the aforementioned difference in construing the terms “con- 
dition” and “warranty” under the two acts.4° The English interpret “condition” 
broadly and “warranty” narrowly,*! while the American interpretation is just 
the opposite. Thus, a promise construed as a “warranty” under the Uniform 
Sales Act may be interpreted as a “condition” in England so that rescission is 
available in both countries. Nevertheless, some difference does exist and there 


94.9 1516). 

82 Stacy v. Moher, 200 Mich. 81, 166 N.W. 849 (1918); Hennig v. Iron Ridge 
Canning Co., 186 Wis. 499, 202 N.W. 466 (1925). 

83 1 WiLtisToN, SALES § 244 (rev. ed. 1948). See, e.g., Green v. Equitable Powder 
Mfg. Co., 95 F. Supp. 127 (W.D. Ark. 1951); Burr v. Sherwin Williams Co., 42 Cal. 2d 
682, 268 P.2d 1041 (1954). 

34 Prosser, Torts § 83 (2d ed. 1955); Note, 1958 U. Iny. LF. 314. 

85 Foodstuffs: McAffee v. Cargill, Inc., 121 F. Supp. § (S.D. Cal. 1954); Southwest 
Ice & Dairy Products Co. v. Faulkenberry, 203 Okla. 279, 220 P.2d 257 (1950). Contra, 
Russell v. First Nat. Stores, Inc., 96 N.H. 471, 79 A.2d 573 (1951). Cosmetics: Rogers v. 
Toni Home Permanent Co., 139 N.E.2d 871 (Ohio App. 1957). 

86 Worley v. Procter & Gamble Mfg. Co., 241 Mo. App. 1114, 253 S.W.2d 532 
(1952). 

37 The Sale of Goods Act, 1893, 56 & 57 Vict. 53, c. 71. 

38 The buyer may elect to treat the breach of condition as a breach of warranty 
and thus collect damages rather than repudiate the contract. The Sale of Goods Act, 
1893, 56 & 57 Vict. 11(1) (a,b), c. 71. 

39 Unirorm Sates Act § 69. 

40 Morrow, supra note 2, at 344-45. 

41 See BENJAMIN, SALes (7th ed. 1931). 
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are situations where the United States courts would permit rescission and the 
English would not.*? 

Other differences pertain to the joinder of remedies. The British act does 
not permit joinder; thus, a buyer may not both sue for damages and repudiate 
the contract.48 The Uniform Sales Act, on the other hand, does allow joinder 
of these two remedies but only if title has not passed.4# On the other hand, 
while the English allow the vendee both to recoup in diminution of the price 
and sue for damages,*® the Uniform Sales Act dictates that if the buyer chooses 
recoupment, he has waived his right to damages.*® 

Realizing the danger in attempting to summarize broadly any area of the 
law, it nevertheless seems that the common-law nations can be considered in 
comparatively close harmony in their treatment of warranty of quality. Before 
turning to the civil-law concepts of warranty, the common-law requirements of 
privity and reliance should be re-emphasized. They play a major role in today’s 
common-law litigation, but as will be subsequently seen, are unknown in some 
of the modern civil-law codes. 


Roman Law 


The basis of the modern civil codes is the Roman law.*7 Yet, one should 
not expect to find as much similarity in the substantive provisions of the various 
civil codes as is found among the common-law nations. It is generally stated 
that the civil-law system consists more in a unity of formal technique than of 
content, and if the codified laws are similar, it is primarily due to similarity of 
conditions in the countries and not to any common preservation of the Roman 
law rules.4® None the less, a brief examination of the Roman idea of sales- 
warranty seems necessary because there is in this area a marked degree of 
similarity between the modern code provisions and the ancient Roman law. 

The earliest Roman law protected the vendee in instances of fraud and 
express warranties,*® the concept of fraud being broad enough to include even 
a mere failure to notify of known defects.5° There were, however, no implied 
warranties during this early period. Although the exact date is uncertain, some- 
time around 205 s.c. a special rule pertaining to the sale of slaves in the open 
market was introduced by the Edict of the Aediles.5! The edict, supplementing 
the ius civile, added an implied warranty and permitted the vendee either to re- 
solve the sale or reduce the price if certain defects were present.5? Initially this 


42 Morrow, supra note 2, at 342. 

48 Id. at 344. 

4 Unirorm Sates Act § 69(b) (c). 

45 The Sale of Goods Act, 1893, 56 & 57 Vict. 53 (4), c. 71. 

46 “When the buyer has claimed and been granted a remedy in any one of these 
ways, no other remedy can thereafter be granted.” Unirorm Sates Act § 69(2). 

#7 Rheinstein, Common Law and Civil Law: An Elementary Comparison, 22 Revista 
Jurwwica vE La UNIversIpAD DE Puerto Rico 90 (1952). 

48 Ibid. 

49 ZuLUETA, THE ROMAN Law oF SALE 49 (1945). 

50 Morrow, supra note 2, at 354. 

51 ZULUETA, Op. cit. supra note 49, at 50. The Office of Aedile was created around 
-s B.c. The Aediles, among other things, were charged with the control of the market 
place. 

53 Morrow, supra note 2, at 354. 
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was effected by requiring the vendor upon the vendee’s demand, even after the 
sale, to enter into a stipulation that a slave’s utility was not decreased by certain 
specified defects.53 Later, the process was simplified and the vendee allowed to 
bring an actio redhibitoria *+ or actio quanti minoris ®® upon discovery of specified 
latent defects within six months of the sale.5¢ 

It is not entirely clear by what process and at what point in history the 
implied warranty of the edict relating to slave sales in the open market was ex- 
tended to all sales, including those outside the Aediles’ jurisdiction, i.e., the 
market place.5? In any event, it was the Edict of the Aediles that served as the 
basis for the modern civil code provisions on implied warranty of quality. 


FRENCH PROvISIONS 


The French Civil Code is silent on express warranties and in modern French 
law they receive little attention.5® This is due in part to the fact that the pro- 
tection offered the buyer under the implied warranty of quality has proven 
adequate. Indeed, the use of an express warranty of quality may be dangerous 
since its presence is generally considered by French law to negative the existence 
of any other warranty, including implied warranties.5® “A review of the cases 
would indicate that it may be safer in France not to provide for warranty of 
quality by contract, but rather rely upon the implied-in-law warranty of the 
Code.” 6 

In France the quality of the thing sold is regulated partly by dispositions 
of articles 1641-1649 of the Civil Code and partly by commercial usages and 
customs.®! By article 1641 the vendor warrants, as a matter of law, that the goods 
have no hidden defects ®2 which would render them unfit for their intended use 
or so imperfect that the vendee would not have bought at that price. If the goods 
are for a special purpose, the vendor is not liable for their unfitness in this regard 
unless the vendee had notified him of the intended use.®8 

To determine whether a defect is hidden (latent), the courts apply an ob- 


58 BuckLAND, A MANUAL OF ROMAN PrivaTE Law 285 (2d ed. 1939). 

54 An action to cancel the sale. For discussion of modern treatment of redhibition, 
see Note, 23 Tut. L. REv. 96 (1948). 

55 A reduction of price. 

56 The vendee could bring actio quanti minoris for an additional six months after 
the expiration of the original prescription period. Moye, THe Contract or SALE IN 
Civit Law 211 (1892). 

57 See BuckLaNnp & McNair, Roman Law anp Common Law 285 (2d ed. 1952). 

58 5 Wiuiston, Contracts § 1472n (rev. ed. 1937). 

59 Note, 23 Tut. L. Rev. 84 (1948). 

89 Morrow, Warranty of Quality: A Comparative Survey, 14 Tut. L. Rev. 547 
(1940). 

®1 Letter from Ministeri De L’Industrie Et Du Commerce, Oct. 3, 1958. 

62 Only “redhibitory” defects or vices are actionable. An example of such defect 
is found in a case involving the sale of a cafe and its business. The vendee knew the 
gross income, but did not know that it was principally derived from illegal gambling. 
This fact was held to constitute a redhibitory defect. D.H. 1925, 643. 

Some further examples of redhibitory defects in chattels are: defective steering 
gear on a bicycle, fading of an umbrella which resulted in damage to vendee’s clothes, 
and failure of seeds to germinate. 

88 Morrow, supra note 60, at 530. 
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jective test.64 Thus, the buyer who fails to. make any examination or makes a 
slipshod inspection will lose his right to recbver for patent defects even though 
he does not discover them. This is made clear by article 1642, which states that 
a vendor is not liable for patent defects which the purchaser was able to dis- 
cover for himself. Generally the inspection must be made at the time of sale 
or, at the latest, delivery.*5 However, if it is a trade custom to store the goods 
without inspection, the vendee may recover when the goods are removed from 
storage and the defect discovered.®® 

Unlike the common law, there is no requirement of reliance by the vendee 
for the warranty against hidden defects to apply. Moreover, since the problem 
of privity does not arise under French law, the original vendor is liable under 
the warranty of quality to a subvendee as well as to a vendee.*? The sale of the 
defective goods is said to transmit to the subvendee all of the rights which were 
conferred upon the vendee by the original sale.*8 The subvendee also retains the 
option to sue the original vendee. If this latter option is exercised, the vendee 
may in turn bring in the vendor so that the entire issue is settled in one case.®® 

If the seller wishes to avoid the rather inclusive warranty of article 1641, he 
may stipulate in the sales contract that he shall not be bound by any warranty.7° 
Such stipulations are not effective, however, in cases where the vendor acts in bad 
faith and knows of the defect.71 Nevertheless, the bad-faith vendor may be able 
to disclaim any warranty by selling to the vendee “at his own risk and peril.” 7? 
Yet even in that case, if the vendor is guilty of active fraud 7? the French courts 
will hold him liable to the vendee.”4 

A caveat should be entered to merchants and artisans who attempt to restrict 
liability by use of a non-warranty clause. According to French law, a merchant 
or artisan is presumed to know of any defects in his goods.75 This would seem 
to severely restrict merchants and artisans from using the disclaimer provision 
of article 1643. 

Where hidden defects impairing the use of the goods are present, the vendee 
may either have cancellation of the sale or diminution of the price.7* The option 


4 Ibid. 

85 Morrow, supra note 60, at 531. 

66 Ibid. 

8% See Smith, Third Party Beneficiaries in Louisiana: The Stipulation Pour Autrui, 
11 Tut. L. Rev. 18 (1936). 

68 Rabel, A Specimen of Comparative Law: The Main Remedies for the Seller’s 
Breach of Warranty, 22 Revista JuripicA DE LA UNIVERSIDAD DE Puerto Rico 167, 189 
(1952). 

69 Morrow, supra note 60, at 550. 

70 Frencu Civit Cope, art. 1643. 

7 Morrow, supra note 59, at 534. 

™2 Ibid. This result is based on analogy to article 1629. “Even in the case of a 
stipulation of no warranty, the vendor is bound in case of ejectment to return the price, 
unless the purchaser knew at the time of the sale of the danger of being ejected or unless 
he made the purchase at his own risk and peril.” 

78 Active fraud is used here as distinguished from mere nondisclosure. 

™ See Frencu Civit Cope art. 1110. 

% This is the maxim spondet artis peritiam. Morrow, supra note 60, at 535. 

76 Frencu Civit Cope art. 1644. See Watiacu, INTRopucTION To European Com- 
MERCIAL Law (1953). 
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of the vendee to select one remedy or the other continues until one of the 
remedies has actually been obtained.77 A third remedy, not mentioned in the 
Code, has been added by the courts. In cases where the goods are subject to 
repairable defects, the vendee can obtain a court decree ordering the vendor 
to repair the goods.78 This latter remedy is peculiar to French law and has no 
counterpart in the sales law of common-law nations.7® 

The French code attempts to make a distinction between the respective 
liabilities of good faith and bad faith vendors. A vendor who knew of the de- 
fects must return the price and pay for all damages, while one who was ignorant 
of the defect must only return the price and pay the expenses occasioned by the 
sale.8° Although expenses occasioned by the sale would seem to refer merely to 
items such as the cost of drawing up the contract, it has been given such a broad 
meaning by the French courts ®! that the Code distinction between good-faith 
and bad-faith vendors has been considerably attenuated. For example, the Court 
of Cassation held in a 1925 case 82 that the liability of a good-faith vendor for ex- 
penses occasioned by the sale of a car included sums paid by the vendee to victims 
of an accident caused by a defect in the car. It would seem that the principal 
difference between a good-faith and bad-faith vendor’s liability is that the former 
is not liable for the vendee’s loss of profits, whereas a bad-faith vendor is liable 
for all losses, including profits. 

Rather than providing a specific prescription period, article 1648 requires 
that actions for defects of quality must be brought within a “brief delay.” ®% 
These discretionary terms have resulted in much confusion and have for the 
most part proved unsatisfactory.*4 It seems, however, that this is one of the 
few weak links in the French Code, because French law on the warranty of 
quality appears generally to be more than adequate in meeting the needs of 
modern society.85 


GERMANY 


The German Civil Code, unlike the French Code, provides for express war- 
ranties of quality. Liability is incurred by the vendor if, at the time the risk of 


™ Morrow, supra note 60, at 536. 

78 See Brodeur, The Injunction in French Jurisprudence, 14 Tut. L. Rev. 211 (1940). 

7 The common-law nations give injunctive power to equity courts, but it is not 
applied to force the vendor to make repairs of a defective chattel. 

80 FreNcH Civit Cope arts. 1645, 1646. 

81 The French have construed “expenses occasioned by the sale” as including all 
damages suffered by the vendee other than loss of profits. Note, 23 Tut. L. Rev. 83 
(1948). 

82 [1926] Dalloz Jurisprudence I. 9. 

83 “The action resulting from defects which render the sale void must be brought 
by the purchaser within a brief delay according to the nature of such defects and the 
customs of the place where the sale was made.” Frencu Civit Cope art. 1648. 

§ Morrow, supra note 60, at 545. 

85 Spanish law is similar but not identical to the French Code. For example, the 
Spanish Code provides for a six-month rather than a flexible prescription period. The 
Spanish Code provisions on warranty are articles 1483 and following. Since Spain was 
a colonial power in development of Latin and South America, Spanish sales law is of 
great importance in those nations. WALLACH, INTRODUCTION To EuROPEAN CoMMERCIAL 
Law (1953). 
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loss passes,®* the goods lack a quality expressly warranted.®? This rule applies 
even if the lack of such expressly warranted quality does not diminish the value 
or usefulness of the goods. The wording of the Code—“the seller also warrants 
... the thing has the promised qualities” §8—seems to eliminate the danger, which 
is incurred in France, of having an express warranty interpreted as excluding all 
other warranties. 

The German Code provisions on implied warranty of quality are not as 
complicated or as casuistic in nature as the American or English law, but their 
practical effect is similar.8? In Germany, “The seller of a thing warrants... 
that, at the time when the risk passes to the purchaser, it is free from defects 
which diminish its value or fitness for its ordinary use or the use presupposed in 
the contract... .” ® If the diminution in value or fitness is insignificant, there is 
no liability for breach of implied warranty. In the absence of intentional con- 
cealment, there is no implied warranty for defects which the buyer knew of or 
would have discovered with reasonable diligence.®! Reasonable diligence ap- 
parently does not require immediate inspection of the goods, except in com- 
mercial transactions, i.e., sales between merchants, where immediate examination 
and notice of defects are necessary.®? 

A subjective test is generally employed by the German courts to determine 
what constitutes a defect of quality within the meaning of paragraph 459,% 
which is the Code provision on implied warranty. This determination is very 
important because where there is a defect of quality all other actions for breach 
of contract are excluded in favor of the special rules on warranty.®* Since Ger- 
man courts apply the rules of warranty of quality to some situations which would 
be considered outside the area of warranty in other jurisdictions, additional care 
must be taken in determining the proper course of action for a breach. For 
example, a sale of a painting erroneously ascribed to a master is treated as a 
mistake in France, but in Germany it is strictly a warranty of quality. Also, de- 
livery of incorrect quantities is regarded as breach of warranty of quality in 
Germany, while the United States would treat it as partial non-delivery. 


% Risk of loss does not necessarily follow title. Risk generally passes to the buyer 
with delivery of goods to the buyer or in case of sales where the goods are dispatched, 
when delivery is made to the carrier. GERMAN Civit Cope paras. 446, 447. It is presumed 
that if the defect becomes apparent within the warranty period, it was present when the 
risk was transferred. Id. para. 484. 

87 GERMAN Crvit Cope para. 459. 

88 Jd. at sub-para, 2. 

89 SCHUSTER, THE PrINcIPLEs oF GERMAN Civit Law 213 (1907). 

90 GerMAN Civit Cope para. 459. 

91 Jd. at para. 460. 

92 GERMAN COMMERCIAL Cope para. 377. 

% Daniels, The German Law of Sales, 6 Am. J. Comp. L. 470, 494 (1957). A defect 
is present when the object of the sale unfavorably deviates in substantial manner from 
the characteristics contemplated by the contract or from the characteristics required for 
the uses contemplated. 

% Ibid. 

%5 This is clearly the rule in commercial sales. GERMAN CoMMERCcIAL Cope, para. 
378. However, this provision does not apply to non-commercial sales—sales where one 
or both of the parties is not a merchant. Ordinarily, in a non-commercial sale the de- 
livery of a different quantity than that ordered is not treated as a defect of quality. 
Daniels, supra note 93, at 495. 
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As has been the policy in all other nations reviewed, German law permits the 
parties to exclude implied warranties by so providing in the contract of sale. 
However, if the vendor is guilty of fraudulently concealing a defect, the non- 
warranty agreement is void.®* German courts also treat statements of value and 
“puffing” or “dealer talk” similary to Anglo-American law and hold that they 
are not warranties.®7 

The vendee is permitted to recover damages only when there is a breach 
of an express warranty or when the seller fraudulently conceals a defect. In these 
cases, the vendee may keep the goods and demand to be put into the position he 
would have been in had the goods not been defective, or he may reject the goods 
and recover damages for total breach.®8 

In those cases where an implied warranty is breached and the seller is without 
fault, the buyer is limited to cancellation of the sale or reduction of the price.® 
An additional remedy is available when the sale consists of generic goods, i.e., 
trade name items, since the Code here permits the buyer to demand a defect-free 
item.1° Judicial decision has also extended this option to the seller so that he 
may, if he so desires, replace the generic item rather than suffer cancellation 
of the sale or reduction of the price.1°! The seller may not replace, however, in 
cases where it would result in loss or inconvenience to the buyer. Unlike the 
French law, but in accord with the common-law countries, Germany does not 
permit the buyer to demand repair of the defective item.19 

Germany has a strong policy to protect the security of commercial trans- 
actions and thus limits the time for objection to defects to six months, as did the 
Roman law.1°3 The prescription period begins to run from the date when the 
buyer comes into actual possession 1°* but can be shortened or lengthened by 
express agreement.!°5 In the absence of such agreement, if the buyer does not 
discover the defect and exercise his rights within six months, he is left without 
any remedy. When the buyer has paid the purchase price before discovery of 
the defect, he must either agree with the seller on recission or reduction of the 
price, or sue.1°° When the purchase price has not been paid, however, notice 
within the prescription period is sufficient to preserve the defense of breach of 
warranty.!°7 Thus, the defense would still be available to an action brought by 
the seller for the purchase price even if such action was instituted after the 
prescription period had run. 

Germany, like France, requires no reliance for the warranty of quality to 


96 GerMAN Civit Cone para. 476. 
97 Daniels, supra note 92, at 495. 
98 GerMAN Civit Cope para. 463. 
9 Jd. para. 462. In reduction, the following formula is used: 
(Contract Price) x (Market Value With Defect) 
(Market Price Without Defect) 
100 GermaN Civit Cone para. 480. 
101 'WaLLAcu, INTRODUCTION To EuROPEAN COMMERCIAL Law (1953). 
102 Daniels, supra note 93, at 491. 
108 German Civit Cove para. 477. 
10# Daniels, supra note 93, at 493. 
105 GerMaN Civit Cope para. 486. 
106 JJ. para. 465. However, German practice has discarded this doctrinairism. Rabel, 
supra note 68, at 176. 
107 Daniels, supra note 93, at 493. 
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apply. However, German courts have retained the privity requirement and do 
not permit a subvendee to sue the original vendor.!°* Only by bringing a tort 
action requiring proof of fault can the subvendee jump intervening parties and 
sue the original vendor. The most basic difference between the German law 
and Anglo-American law of warranty seems to be the denial of damages by the 
German Code if the seller is without fault. This policy, which is followed in 
many civil-law countries, has in modern times come under considerable attack.1 


ConFLict or LAw ProBLeMs 


Even with a thorough understanding of the substantive law of all the juris- 
dictions which might have an interest in an international sale, one would not be 
able to give a definite opinion as to the outcome of a given case. This un- 
certainty exists because it is impossible to tell beforehand the country in which 
suit will be brought. According to the conflict rules in some systems the proper 
substantive law to be applied is the law of the nation where the contract is per- 
formed; by others it is where the contract was entered into; others would apply 
the law which parties are presumed, according to certain rules, to have intended 
to be the proper law of contract.11° 

To attempt a comprehensive analysis of the conflict rules of the various 
nations would extend this article beyond its intended scope. However, some 
consideration of the basic rules applied in the several nations seems necessary in 
order to point up the difficulties which may be encountered in an international 
sale. Since there are generally no special conflict rules applicable to warranties,!1 
the conflict rules relating to contracts are employed.12? 

The majority of Western countries have no code provisions governing con- 
flict rules on contracts.148 Even France, the center of the civil-law system, has 
no code provision on this subject.114 Therefore, this branch of the law is, above 
all, a customary case law based upon the judicial precedents and legal analysis.115 


108 Rabel, supra note 68, at 189. 

109 Tbid. 

110 Robinson, Conflicts of Law in Contracts of Sale, 216 Gro. L.J. 387 (1928). The 
difficulties in resolving the conflicts problem point up the desirability of providing for 
arbitration in international sales contracts. See Domke, Settlement of Disputes, supra 
p. 402. 

111Tn the civil-law countries, the law of the contract governs the remedies for 
breach of warranty of quality. There is conflict, however, on the applicable rule for 
certain particulars such as form and time of examination. 3 Raset, THe ConFLicr oF 
Laws: A Comparative Stupy 92 (1950). 

112 STUMBERG, PRINCIPLES OF ConFLIcT oF Laws 372 (1937). 

113 Lando, Scandinavian Conflict of Law Rules Respecting Contracts, 6 Am. J. 
Comp. L. 1 (1957). 

14 Preliminary code provisions are being prepared on this topic at the present 
time. See 1 Am. J. Comp. L. 404 (1952). “Subject to the laws of police and public 
order, contracts are, for the substantive requirements as to their validity and for limita- 
tions on freedom of contract, governed by the law chosen by the contracting parties 
with a legitimate interest in mind. 

“When the parties have not clearly expressed their intention, contracts are 
governed by the law of the place of contracting as defined by French law, except that 
contracts relative to the establishment and transfer of a right-in-rem in movable or 
immovable property are governed by the law of the situs of the property.” Article 57 
of the proposed Code. 

1151 Am. J. Comp. L. 404, 405 (1952). 
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While it was possible to group the several states of the United States in a 
single category when discussing the substantive law of warranty of quality, this 
is not the case in conflict problems. There is no uniform conflicts act and thus 
considerable diversity is found among the individual states of the United States. 
For example, recent New York cases 116 have applied the center of gravity test, 
which lays emphasis upon the law of the place which has the most significant 
contacts with the matter in dispute, while other states apply the law of the place 
of performance or of contracting.117 

In the absence of an agreement by the parties as to what law is to apply, the 
Scandinavian countries apply the center of gravity method.118 It has apparently 
worked well in the three Scandinavian nations, but it is not without difficulties, 
the principal of which seems to be lack of predictability.14® Certain presump- 
tions 120 have been developed and afford some assistance in predicting which 
nation has the most significant contacts. However, the problem of foreseeability 
remains and will probably continue to be a thorn until further rules of presump- 
tion are made. The Danish and Swedish writers have sought to introduce a rule 
that the law of the domicile of the seller should prima facie apply in sales. Al- 
though there are indications of its possible acceptance, the Scandinavian courts 
have not yet openly adopted the rule.!21 

As in Scandinavia, the German courts look first to the intent of the parties.122 
If this provides no solution, the Germans then apply the law of the place of 
performance of each party’s obligation.123 In other words, if delivery was to be 
made in Germany and payment in England, then English law would apply to the 
vendee’s obligation of payment and German law to the vendor’s obligations re- 
specting delivery. The trouble with this system is that it leaves some conflicts 


questions unsettled.124 Professor Rabel has said, “This system of ‘splitting’ has 
proved not only highly artificial but in part absolutely impracticable.” 125 

The English have refused to adopt a rigid rule for determining the proper law 
of contract. “English law . . . has refused to treat as conclusive, rigid or arbitrary 
criteria such as lex loci contractus or lex loci solutionis and has treated the matter 


116 Auten v. Auten, 308 N.Y. 155, 124 N.E.2d 99 (1954); Rubin v. Irving Trust 
Co., 305 N.Y. 288, 113 N.E.2d 424 (1954). 

117 See, e.g., Willson v. Vlahas, 266 Mass. 370, 165 N.E. 408 (1929); Snow v. Scho- 
maker Mfg. Co., 69 Ala. 111 (1881); Stumberg, op. cit. supra note 112, at 370. 

1187 ando, supra note 113, at 7. 

119 Jd. at 22. 

120. Numerous presumptions are used. For example, contracts made with states are 
governed by the law of the state concerned; contracts between parties who at the 
time of contracting are both present in a country where one is domiciled are governed 
by the law of the country where made; and where standard contracts are entered 
into—the individual vendee having little influence on the terms—the law of the domicile 
of the vendor governs. 

121 T_ando, supra note 113, at 13. A recent Danish case, reported in [1954] Ugeskrift 
for Retsvaesen 891, shows a tendency to favor the law of the seller’s domicile. In that 
case, a German firm had sold and installed machinery in a Danish factory. Danish law 
was applied, but only after the court carefully reasoned why another law than that of 
the seller’s domicile should apply under the circumstances. 

12237 ando, supra note 113, at 2. 

128 Rabel, A Draft of an International Law of Sales, 5 U. Cun. L. Rev. 543 (1938). 

1% For example, the question of whether the risk of loss belongs to the law of the 
seller or that of the buyer is left unsettled by the individual place of obligation test. 


135 Rabel, supra note 123, at 546. 
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as depending on the intention of parties to be ascertained in each case on a con- 
~ sideration of the terms of the contract, the situation of the parties, and generally 
on all the surrounding facts.” 126 When no agreement, no presumed or implied 
intention of the parties, can be found, the English theory is that the objective 
nearness of the contract to a certain territory or law decides which law will 
govern.!27 As is the situation in Scandinavia, the lack of a definite rule results 
in a lack of predictability for a given case. 

The principle of autonomy of the parties is also given prime effect in France, 
although there are some restrictions placed on the parties. Niboyet lists these 
limitations as follows: (1) there must be a possible conflict of laws; this is to 
eliminate the possibility of two Frenchmen going to a foreign jurisdiction to 
execute a contract for the sole purpose of avoiding a French law; (2) the contract 
must represent purely private interests; (3) it must not relate to an act of in- 
heritance; and (4) it must not violate public policy.!28 The last restriction is so 
vague and inclusive that in reality it seems to cover the subject matter of the 
first three. 

In the absence of any express stipulation by the parties, French courts will 
occasionally imply a choice of the parties.12® For example, if Frenchmen execute 
a contract among themselves in a foreign nation, it is customary for the courts 
to say that they would have wished French law to apply. Ordinarily, however, 
in the absence of expressed intention France would apply the law of the place 
of contracting.13° 

Italy is one of the few nations that has a code article covering the area of 
conflicts. The Italian code provision is similar to the non-code holdings of the 
French courts. “The substance and effect of obligations shall be deemed governed 
by the law of the place where the transactions took place, and if the con- 
tractants belong to the same nation by their national law, provided however, 
that proof of a different intent may be made in any case.” 131 

Even this cursory examination of the conflict rules of various nations points 
out the truth of the following statement by Professor Rabel: 


“One thing is sure. There is no lack of competition in the making of 
substantive . . . and conflicts law, by enactments, regulations, or decisions. 
Busy legislative machines, large or as tiny as that of the Lilliputian principate 
of Leichtenstein, operate with varying speed and invariable noise, moving 
in different directions and disregarding one another.” 152 


UNIFICATION 


With the difference in substantive law and the even greater divergence of 
conflict rules facing a businessman in an international sales transaction, it is 
little wonder that the business profession has turned elsewhere for refuge. 


“That not all is well, should have been learned, however, regretfully, from 
the fact that commerce in disgust has created its own realm, away from all 


126 Mount Albert Borough Council v. Australasian Temperance Soc’y, [1938] A.C. 
224, at 240. 

127 Rabel, Conflicts Rules on Contracts, in 1949 Summer INnstiTuUTE—TuHE Con- 
FLicT oF LAWs AND INTERNATIONAL Contracts 127, 130. 

128 Kunn, CoMPARATIVE COMMENTARIES ON PRIVATE INTERNATIONAL Law 296 (1937). 
129 Tid. 
130 bid. 
181 Ttat1an Crvit Cone, Disposizioni art. 9. 
182 Rabel, supra note 123, at 127. 














458 LAW FORUM [Vor. 1959 


national private laws, conflicts rules, national courts, and procedures. The 
merchants have found refuge in innumberable standard forms and in arbitra- 
tion. . . .” 188 


To correct this situation two basic ideas have been presented. One approach 
would unify the substantive law of sale of goods; the other aims at a unifica- 
tion of the rules of conflict of laws in this field. 

The efforts toward the drafting and adoption of a uniform sales law have 
been in progress for three decades.134 In an attempt to appease the sovereignty 
of individual states, the proposed uniform sales law is drafted to apply only to 
international sales,185 while intrastate sales remain under the present individual 
national laws. The draftsmen have also been careful to make all provisions per- 
missive, i.¢., to maintain the autonomy of the parties. Thus, if the parties stipulate 
the municipal law which shall govern, the uniform act will not be applied.1% 
It seems doubtful, however, that the act, even in this permissive and limited 
form, will be adopted by the commercial nations of the world in the foreseeable 
future.187 

Considerable effort has also been expended on an international agreement on 
the rules of conflict of laws. As early as 1926, the International Law Association 
adopted a draft providing for the unification of conflict rules relating to con- 
tracts of sale.188 Since that time numerous articles and additional drafts have 
been written. However, as was the case with the international uniform sales 
law, the nations are still unwilling to give the attempt at unification more than 
passing notice. 


183 Tid. 

184Tn 1929 the Board of the International Institute for the Unification of Private 
Law in Rome decided to examine the possibility of effecting a uniform law on interna- 
tional sales. A commission was appointed and submitted its first draft through the 
League of Nations in 1935, A subsequent revised draft was published in 1939. The war 
interrupted further efforts and it was not until 1951 that a diplomatic conference was 
held. At that conference twenty-five nations were represented and agreement was 
reached on the desirability of a uniform law. The general principles of the 1939 re- 
vision were approved, but some modifications were requested. The special commission 
set up to draft the modifications finished its work in 1956. The new draft is now 
being sent out to the several nations in preparation for a Diplomatic Conference to be 
held in 1959. See Lagergren, A Uniform Law of International Sales of Goods, 1958 
J. Bus. L. 131; Honnold, A Uniform Law for International Sales, 107 U. Pa. L. Rev. 
299 (1959). 

185 Draft of a Uniform Law on International Sales of Goods art. 2. For a copy of 
the draft, see Wortley, A Uniform Law on International Sales of Goods, 7 INTL & 
Comp. L.Q. 1 (1958). There has also been a considerable amount of literature on this 
topic. E.g., Rabel, International Sales Law, in 1949 SumMeER INsTITUTE—THE CoNnFLICT 
or LAws AND INTERNATIONAL ContrRACtTs 34 (1949); Rabel, The Hague Conference on 
the Unification of Sales Law, 1 Am. J. Comp. L. 58 (1952). 

136] agergren, supra note 134, at 135. 

187 Note, 3 Int’L & Comp. L.Q. 659, 662 (1954). Prof. De La Morandiere recently 
wrote: “It is not possible in the near future to contemplate general unification of law; 
each people must be able to preserve the legal rules adapted to its customs and tradi- 
tions.” 1 Am. J. Comp. L. 404, 405 (1952). 

188 “Commercial lawyers, again, initiated in the 1920’s a unification of the conflicts 
rules applicable to sales of goods and kindred international transactions. The Interna- 
tional Law Association achieved a draft at the meeting of Vienna, 1926, which was sub- 
mitted to the Sixth Hague Conference on Private International Law, 1928; there it en- 
countered the theoretical and nationalistic criticism usual in Western Europe. But a 
special committee was created which, in 1931, established a remarkable draft. Maintain- 
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Even though world-wide agreement has remained beyond the grasp of law, 
some regional agreement has been reached. Perhaps the best example of regional 
unity is found in the Scandinavian countries. There is even considerable unity 
between the sales law of the United States and the British Empire because the 
United States adopted the principles, and in many instances the exact wording, 
of the Sale of Goods Act in the American Uniform Sales Act. Recently, how- 
ever, a new act, the Uniform Commercial Code, has been drafted and presented 
to the several states of the United States for adoption.1® The Uniform Com- 
mercial Code was drafted without any study of foreign sales law,!#° and it is 
strictly a national code. The adoption of the Uniform Commercial Code would 
thus end the close similarity between the sales law of the United States and 
Great Britain.141 Professor Williston has said: 


“It is surprising, when the scope of the world is now narrowed by in- 
creased speed of transportation, and when there is an earnest desire for 
foreign commerce, that the advantage of similarity to the English law should 
be so lightly cast aside. Especially is it desirable that the rules governing 
warranty and the remedies of buyer and seller should be alike, so far as 
possible.” 142 


Until some type of world-wide unification is adopted, the law regarding in- 
ternational sales will remain unpredictable and uncertain. The merchants, with 
their strong desire for certainty,!4* will thus continue to emancipate themselves 
from the courts by stipulating arbitration 144 and using standard forms.!45 


Ricuarp SWANSON 


ing the decisive progress accomplished by this draft, we should no longer doubt and 
discuss the two main rules. In the first place, the parties to a sales contract, having their 
habitual residence or establishment in different countries, are permitted to stipulate for 
the law applicable to the contract. No exception is made for so-called imperative rules 
nor is a substantial connection of the contract with the chosen law required. ... In the 
second place, in the absence of agreement, the law of the seller governs the contract. 
Certain problems are excluded: capacity, form, transfer of property, and effect of the 
contract as to third persons. No role is given the law of the place of contracting or that 
of performance.” Rabel, supra note 135, at 44. 

189 At the present time the Uniform Commercial Code has been adopted only in 
Pennsylvania, Massachusetts, and Kentucky, although other states have the proposal 
under consideration. 

140 Keyes, Toward a Single Law Governing the International Sale of Goods—A 
Comparative Study, 42 Cautr. L. Rev. 653 (1954). 

141“The new Code . . . proposes many rules which have never existed anywhere, 
and often adopts unusual language.” Williston, The Law of Sales in the Proposed Uni- 
form Commercial Code, 63 Harv. L. Rev. 561, 565 (1950). 

142 Williston, supra note 141, at 564. 

143 See note 140 supra. 

144 Only a few arbitration cases dealing with sales warranties in international trade 
have reached the courts. In the two leading cases, Unsinn v. Republique Francaise, 117 
N.Y.S.2d 801 (App. Div. 1953), and Chemspun Yarns v. Pacific Mills, 285 App. Div. 
1185, 141 N.Y.S.2d 159 (1955), the court held it was precluded from acting because of 
the arbitration clause. But in Deregibus v. Campari Export-Import, 144 N.Y.S.2d 56 
(Sup. Ct. 1955), the court held that a contract provision requiring arbitration of any 
dispute as to interpretation of the contract did not cover the issue of whether or not 
the seller breached a warranty of quality. 

145 See Lagergren, A Uniform Law of International Sales of Goods, 1958 J. Bus. L. 
131. 
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